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FOREWORD 


To practitioners and students alike of accountancy and auditing all 
over the world and particularly in the Commonwealth countries, 
Spicer and Pegler’s Practical Auditing is a constant companion. 
There is hardly anyone amongst us who has not studied their works, 
firstly as students and later on as authoritative references in 
professional life. The first edition of Spicer and Pegler's Practical 
Auditing was brought out fifty years ago, and the book is now in its 
thirteenth edition, and its continuing popularity is in no small 
measure due to its constant revision. Apart from changes in law 
which have made these revisions necessary, the art and technique of 
auditing have also kept on changing. Recen.t editions have been 
edited by that respected and well-known author, Walter W. Bigg, 
who has been the mentor of so many of us. 

This work has been edited by my good friend, S. V. Ghatalia, who is 
well-known in practice as well as in the academic field. He is known to 
so many of us as the Head of the Department of Accountancy of the 
Sydenham College of Commerce and Economics and as a teacher and 
an examiner of various professional bodies and universities. He 
occupies a unique position of knowing intimately the requirements of 
the students, teaching profession and the practitioners. Besides all 
these activities, he was my erstwhile colleague on the Council of the 
Institute of Chartered Accountants of India. 

Mr. Ghatalia has rendered a signal service to the profession as well 
as to the students by undertaking this work. Hitherto, practitioners 
and students have had to rely on the English edition for the principles 
and practices of auditing, but when it came to the application of legal 
requirements, they had to turn to other works because the law in 
India differed in so many respects from English law. Although 
basically our laws have drawn considerable inspiration from those in 
England, we have to contend with many differences peculiar to our"' 
conditions. The acotHinling j^quirth^t&'as laid doWh in thefOrk.) 
Companies Act, 1948 differ froin t||iq$e of our Companies Act, 1956 
and as now amenditTby the Companies (Amendment) Act, I960, 
Banking Companies are governed by the Banking Companies Act, 
1949 and Insurance Companies by the Insurance Act, 1938. All these 
Acts have prescribed forms in which Balance Sheets must be 
prepared. Forms for Profit and U>ss Accounts have also been 
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prescribed in some cases, but as far as ordinary trading and 
manufacturing companies are concerned, detailed requirements for 
disclosure are laid down. 

The Indian edition has, therefore, dealt with the statutory 
provisions affecting accounts, while leaving basically intact the part 
of the book relating to practices and principles as embodied in the 
original work and its successive revisions. In view of this, the 
professional accountant and the student are now in the happy 
position of having to content with one authoritative work of acceptexl 
principles of auditing, adapted to the laws prevailing in India as they 
affect the work of auditors. 

1 must congratulate Mr. Ghatalia for having revised this book in so 
able a manner and thereby perpetuating the great traditions of 
scholarship which have been associated with the authors and the 
previous editors of this book. 1 have during the past several years 
observed with regret the fall in the standards of professional literature 
in this country and the absence of professional men with academic 
interests. The strength of a profession lies in the quality and the 
mental calibre of its new entrants, and unless proper training and 
education is provided to such persons,'the profession will decline in 
the future. Professional books which are written by men of practical 
experience are an important tool of education, and Mr. Ghatalia has 
filled a much felt need. 

1 have no hesitation in commending this book both to professional 
accountants and to students and wish it the success which it so richly 
deserves. 


N.R. MODY 


Bombay, 

New Year’s Day, 1962 



I deem it a privilege to have been called upon to edit Spicer and 
Pegler’s Practical Auditing—an acknowledged authority on the 
subject. By a happy coincidence this Indian edition is being published 
in the year which marks the completion of half a century of unrivalled 
popularity and recognition enjoyed by (he British edition. In revising 
the British edition, I have endeavoured to keep intact the basic 
scheme and treatment of the original work. This Indian edition 
contains all the best features of the British edition adapted to Indian 
law and practice. 

The first six chapters have been so revised as to bring the audit 
procedure in conformity with Indian practices and conditions. 
Chapter VII to X dealing with ‘Audit of a Limited Company' have 
been completely re-written on the basis of the Companies Act, 1956, 
after its recent amendment. The impact of the new Companies Act on 
auditing practice has been thoroughly discussed. With a view to help 
the students and practitioners, who may get lost in the voluminous 
and intricate provisions of Company Law, I have included by way of 
reference several sections of the Act. The new Companies Act makes 
important changes in the provisions affecting accounts and audit, 
making them more complex. Further, in the context of the new 
economic set-up of the country, the problems of company audit have 
assumed new dimensions and acquired greater complexity. All these 
have added considerably to the burden of the company auditor. 

The chapter on ‘Divisible Profits’ has been completely re-written in 
the light of recent amendment which now provides more or less a 
complete formula for ascertaining the divisible profits. The changes 
in law have thrown overboard many legal decisions and judicial dicta 
which for the past seventy-five years were regarded with the same 
sanctity as the Ten Commandments. The ratio of these decisions in 
the altered context have been discussed in detail. 

The auditor's liability in India is further enhanced by the strict rules 
of professional conduct, so zealously and vigilantly upheld by the 
Institute of Chartered Accountants of India. Every auditor while 
discharging his duties cannot but be aware, all the time, of the rules of 
profeS^sional conduct, any infraction of which could well-nigh 
threaten his right to practice. In view of this the said rules and the 
disciplinary cases have been adequately dealt with. A new chapter 



on Banking and Insurance Companies sets out briefly the relevant 
provisions affecting their accounts and audit. The audit of Electricity 
Companies in the light of provisions of Indian Electricity Act, 1910, 
and Electricity (Supply) Act, 1948, has been discussed in detail in 
Chapter XIV. 

In our country, in certain quarter, there is a misleading impression 
that the responsibility of an auditor extends to reporting on all the 
non-compliances of company law. An early pronouncement on the 
subject by the Institute of Chartered Accountants of India will help to 
clarify the misapprehension and enable the auditor to concentrate 
more on the accounting principles and audit procedures—without 
deflecting his attention from matters which properly fall within his 
purview; without involving himself in purely legal matters, outside 
the scope of his work. 

In writing this book, I have drawn considerably upon my lecture 
notes and my experience as a teacher and a professional accountant 
with a view to ensure that the book will subserve adequately the needs 
of the students and the practitioners alike. 

I ackowledge my debt to Mr. W.W. Bigg, the author of the British 
edition, who, with characteristic British thoroughness, has 
meticulously, examined the manuscript and made valuable 
suggestions. However, the responsibility for the new material rests 
entirely on me. This preface will not be complete without 
acknowledging my gratitude to Mr. N.R. Mody, a veteran, widely 
respected and loved in the profession. I feel greatly honoured by his 
foreword to this book. I am grateful to my colleagues Mr. Manubhai 
A. Parikh, B.A., LLB., F.C.A., and Mr. B.F. Pavri, B. Com., 

A. C.A,, for providing the “reader-reaction” and for their valuable 
comments and suggestions. My special thanks are due to Mr. B.F. 
Pavri for careful compilation of the Index, Mr. N.P. Ramanathan, 

B. Sc. and Mr. A. Brito, B.A., B.Com., deserve my thanks for typing 
the manuscript with speed and accuracy. 

I am grateful to the Institute of Chartered Accountants of India 
and the Institute of Chartered Accountants in England and Wales foi 
their kind permission to reproduce in this book respectively, “A 
Guide to Company Audit” and “Statements on Auditing”. 



With the Fourth Indian Edition of Practical Auditing 25 years of its 
publication are completed. The Fifth Indian Edition of Practical 
Auditing is based on the Seventeenth British Edition. In view of the 
developments in techniques of auditing and, official pronouncements 
by the Institutes in U.K. and India, a new approach to audit has 
emerged. Due to these factors the British Edition has been completely 
rewritten. The text is now taken from Spicer and Pegler’s Internal 
Audit Procedures Manual. As mentioned in the preface to the British 
Edition '^this manual is designed to provide a working and training 
tool embodying both the firm’s overall audit approach and a 
procedural guide to the execution of the audit itself. Its aim is to 
ensure that the firm applies an effective standard of auditing to all 
audit clients. The approach is characterised by flexibility, the 
emphasis being on planning each audit within a logical framework to 
suit the individual needs of each client in the most effective way”. 

In this Fifth Edition I have adapted to the Indian conditions Part 1 
—The Firm’s Audit Approach and Part 111—Approach to Specific 
Areas. The British Edition has followed the style of a manual and 
hence it is written in first person singular or plural as the case may be 
and a reference is made to the firm. 

Part 11 deals vith Statutory Audit of a Limited Company and 
Part IV deals with the other special features/ topics. In both these parts 
I have adopted a style similar to the one in the Fourth Edition after 
making suitable modifications. 

The various amendments made to the Companies Act, 1956 and 
other allied laws have been duly incorporated. The Companies 
Amendment Act, 1988 was passed after the book was sent to the press 
hence the changes effected by the said Act are not incorporated in this 
book. However, in the addendum, the broad features of relevant 
changes are set out. 

This edition incorporates ten Accounting Standards and three 
statements on Standard Auditing Practices issued by the Institute of 
Chartered Accountants of India. 

1 am grateful to the Institute of Chartered Accountants in England 
and Wales and Institute of Chartered Accountants of India for their 
kind permission to reproduce in this book the relevant extracts from 
the publications of each Institute. 



I am grateful to Mr. K.R. Kamdar, B. Com., A.C.A., Grad. 
C.W.A. for giving valuable assistance in preparing this revised 
edition. I thank Mr. K.R. Kamdar for preparing the Index in an able 
manner. 

I am grateful to my colleague Mr. J.R. Naik, B. Com., F.C.A. for 
providing the “reader-reaction” and for his valuable comments and 
suggestions. Mrs. B. Menezes and Mr. V.S. Krishnan deserve my 
thanks for typing the manuscript with speed and accuracy. 



The preface to the previous edition of this book in 1978 referred to the 
searchlight of public scrutiny which was then being directed at 
auditors and the accountancy profession. Since then, in response to 
this challenge, the profession has undertaken a major re-examination 
of the audit process. Principles that had been applied intuitively by 
skilled auditors for some time have been made the subject of official 
pronouncements, which in the U.K. have taken the form of Auditing 
Standards and Guidelines. Both here and abroad, this process of 
analysis and definition continues. 

At the same time auditors have made many alterations to their 
methods and procedures in a continuing drive for efficiency and 
economy, in an increasingly competitive market. 

To deal with all these changes, this book has been completely re¬ 
written. The text is now taken from Spicer and Pegler’s internal Audit 
Procedures Manual. This manual is designed to provide a working 
and training tool embodying both the firm's overall audit approach 
and a procedural guide to the execution of the audit itself. Its aim is to 
ensure that the firm applies an effective standard of auditing to all 
audit clients. The approach is characterised by flexibility, the 
emphasis being on planning each audit within a logical framework to 
suit the individual needs of each client in the most efficient way. 

The book is in two parts: Part 1: The Firm’s Audit Approach explains 
the conceptual background to the firm’s audit approach and gives 
guidance on audit techniques and administration. Part 11: Approach 
to Specific Areas deals in detail with the application of that general 
guidance to individual audit areas. Both parts of the book contain a 
number of expressions used with a special meaning within the firm 
and these are included in the Glossary of terms which follows Part 11. 

Although the text is written in terms of the audit of limited companies 
incorporated in the U.K., the basic principles and the practice can be 
applied to any other audit where a report expressed in “true and fair” 
terms is required. 

Despite the substantial change in format, this edition is faithful to the 
intentions of the original authors, which were to provide a practical 
guide of the highest standard for auditors and students of auditing. 

References to “the Institute” in this book are to the Institute of 
Chartered Accountants in England and Wales. The firm is grateful 



for permission to make use of quotations and extracts from Auditing 
Standards and Guidelines and other pronouncements issued by the 
Institute. Statutory references in the text are to the Companies Act 
1985 which will come into force on 1 July 1985. 

Spicer and Pegler 
March 1985 
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1 DEFINITION OF AN AUDIT 

1.1 The introduction to SAP I defines an audit in the following 
terms: 


“An audit is the independent examination of financial 
information of any entity, whether profit oriented or not, and 
irrespective of its size or legal form, when such an examination 
is conducted with a view to expressing an opinion thereon. In 
this Statement the term ‘Tmancial information” encompasses 
financial statements.” 

1.2 The Explanatory Foreword to the Auditing Standards and 
Guidelines issued by ICAEW defines an audit in the following terms: 
“An audit is the independent examination of, and expression of 
opinion on, the financial statements of an enterprise by an appointed 
auditor in pursuance of that appointment and in compliance with any 
relevant statutory obligation.” 

1.3 This definition is the framework within which our audit 
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philosophy has developed and it may therefore be useful to analyse 
the terms used and the way our audit approach relates to them. 

Independence 

1.4 Independence is central to the definition quoted above. The 
auditor's report is an expression of opinion rather than a statement of 
verified fact. For that opinion to have authority and credibility it 
must be objective. In each audit we undertake we must therefore be, 
and be seen to be, free from any interest which might detract from our 
objectivity. 

1.5 Professional independence is described in the ICAE W’s ‘Guide 
to Professional Ethics' as being “essentially an attitude of mind 
characterised by integrity and an objective approach to professional 
work". The Guide expands on this principle and sets out a 
recommended approach to be adopted where professional 
independence might otherwise be impaired. 

The auditor’s opinion 

1.6 The auditor's opinion on the financial statements is expressed in 
an audit report. 

1.7 The audit report is in ordinary circumstances our only formal 
communication as auditors with those to whom the report is 
addressed—in the context of limited companies, the shareholders— 
and with other interested partie»i Therefore, our report must be clear 
and unequivocal. 

1.8 In most cases our report must state explicitly whether in our 
opinion the financial statements give a true and fair view of the state 
of affairs of the enterprise at the end of its financial year and of the 
enterprise’s profit or loss for that year. Additional statements both of 
fact and opinion may be required, by statute or otherwise, to be given 
in our report and certain opinions may be implicit in the absence of a 
qualification of our report. It is essential therefore that we 
understand fully the implications of the form and wording of the 
report we give. This topic is dealt with comprehensively in Chapter 12 
of the manual. 

The financial statements 

1.9 The auditor's reporting requirement under section 227 of the 
Companies Act, 1956 relates specifically to the truth and fairness of 
the balance sheet and the profit and loss account. However, the term 
“a true and fair view" does not have statutory definition and is 
ultimately a matter of professional judgement. Financial statements 
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are in practice taken to comprise balance sheets, profit and loss 
account, notes and other statements, which collectively are intended to 
give a proper understanding of the financial position and profit or 
loss. 

1.10 The responsibility both for the preparation of the financial 
statements on which we report and for the presentation of the 
information therein rests with the management of the enterprise. It is 
essential that our report identifies precisely the financial statements 
to which it refers, so as to avoid any doubt as to what parts, if any, of 
the ancillary information—for example, value added statements or 
segmental analyses of operating results—fall within the scope of our 
audit. 

The relevant statutory obligation 

1.11 In the context of the audit of limited companies, the statutory 
obligation for the directors to prepare accounts and for the auditors 
to report on them, under the Companies Act, 1956, is dealt with in 
Chapter 12. In addition, some companies like banking companies, 
insurance companies etc. are fuither governed by special provisions 
relating to Accounts and Audit under separate Acts. 

1.12 The entities set up under special Acts of Parliament are 
governed by such Acts in respect of Accounts and Audit as for 
example. Life Insurance Corporation of India, Unit Trust of India 
etc. The audit of some other enterprises is governed by other 
legislations—for example, co-operative societies are subject to 
accounting regulations made under the State Co-operative Societies 
Act. Some concerns, including member firms of the Stock Exchange, 
operate within a largely self-regulatory environment and the scope of 
audit is determined primarily by the rules of the relevant regulatory 
board. 

1.13 Whatever the framework within which the audit is conducted, 
it is essential that the scope of our work is agreed with and understood 
by our client and highly desirable that it be formally documented in a 
letter of engagement. 

2 THE FIRM'S AUDIT APPROACH 


2.1 An outline of our audit approach is set out diagrammatically in 
Table 1.1, and the paragraphs which follow form a commentary on 
this illustration. 
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Overall objective ^ 

2.2 The overall objective is to perform an efficient and effective 
audit. An audit is effective if it enables us to express our opinion in 
compliance with the statutory and other requirements to which our 
report is subject and to meet the terms of our engagement in all other 
respects. In addition to being effective, an audit will be efficient to the 
extent that it achieves the best use of the resources available to us— 
our expertise, our time and the assistance which may be provided to 
us by the client. 

2.3 The starting point in planning each audit assignment should 
therefore be the terms of our engagement, since our audit effort must 
be primarily directed towards their fulfilment. Our planning should, 
however, take into account any further expectations that the client 
may have. While not within the strict terms of our engagement, their 
fulfilment will enable us to provide a demonstrably complete and 
constructive professional service. We should also be alert throughout 
the audit to any opportunities for developing and extending the 
professional services provided. 

Constraining factors 

2.4 The principal constraints are: 

• audit risk. In order to express an opinion in true and fair terms we 
need to be reasonably certain of the conclusions we have drawn. 
Our assessment of what constitutes a reasonable level nf 
assurance—or conversely an acceptable level of risk—is crucial to 
our audit strategy and affects directly the quantum of evidence we 
must obtain. In particular we must consider the extent to which 
special factors may be present which might lead us to require a 
greater degree of audit assurance in relation to specific aspects of 
the financial statements 

• materiality. Our audit opinion is based on a reasonable assurance 
that the financial statements are free from material error. Our 
determination of what would constitute a material error is dealt 
with comprehensively in Chapter 6 

• practicality. Our audit plan and the liming of the various stages 
comprised in it must be designed to meet the client's own timetable 
and reporting deadlines. Within that timetable we must ensure 
that we have staff available with the training, experience and 
proficiency appropriate to the work which they are to be allocated. 

2.5 The constraining factors on the performance of an efficient and 
effective audit will be identified through: 
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• our knowledge of the client's business. Our audit approach should 
take account of changes in the client’s business or the commercial 
environment in which it operates, the impact of changes in 
legislation and reporting requirements, and any specific areas in 
which we have identified audit problems in the past. Our 
procedures for acquiring and updating knowledge of our client’s 
business are dealt with in Chapter 2 

• our assessment of the client 's accounting and information systems. 
Our procedures for ascertaining and recording the accounting 
system and for determining its adequacy as a basis for the 
preparation of the financial statements are covered in Chapter 4. 

Evaluation of options 

2.6 Our objective is to obtain relevant and reliable audit evidence 
which is sufficient to enable us to draw a reasonable conclusion as to 
the truth and fairness of the financial statements. 

2.7 There is a variety of sources from which such evidence may be 
derived and we need to evaluate the options which are open to us in 
formulating an overall strategy, guided by the criteria of efficiency 
and effectiveness in each case. 

2.8 Part of our assurance will derive from substantive tests, set out 
in Paras 15-17 of SAP 1 under the head ‘Audit Evidence’ as tests of 
details of transactions and balances and analysis of significant ratios 
and trends including the resulting inquiry of unusual fluctuations and 
items, designed to obtain evidence as to the completeness, accuracy 
and validity of the data produced by the accounting system. 

2.9 Direct substantive testing of transactions and balances can 
provide high, easily measurable, levels of assurance and in many 
cases the bulk of our evidence will derive from this source. For other 
clients the volume of transactions may be such that to seek sufficient 
evidence from such tests alone would require the testing of very large 
samples of transactions. In that case we should consider the extent to 
which direct substantive testing may be reduced by deriving some 
part of the evidence required in a more cost effective way, using other 
sources. 

2.10 Where our overall assessment of the accounting and 
information systems indicates that the relevant internal control 
procedures can be expected to ensure the reliability of the accounting 
records, it may be more efficient to adopt a compliance approach. We 
should then identify the specific internal controls on which we seek to 
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rely and confirm their effective application throughout the period by 
compliance testing. The extent to which our substantive testing may 
be reduced as a result will be determined by our assessment of the 
effectiveness of the control procedures in operation and by the 
strength of the evidence derived from compliance tests as to their 
consistent application. 

2.11 We should also consider the extent to which analytical review 
procedures are likely to be effective and hence the extent to which 
they might contribute to our overall audit assurance. The extent of 
assurance we can seek to derive from analytical procedures is based 
on our degree of confidence that material errors, if they exist, would 
be detected as a result of their application. In evaluating their likely 
effectiveness and the practicality of using such procedures as a source 
of audit evidence, we must consider the complexity of the 
relationships we seek to analyse, the availability and reliability of 
data for analysis and comparison, and the comparability of 
conditions from one period to the next. 

2.12 Our audit approach itself should also take account of known 
relationships between items in the financial statements. In 
determining the amount of evidence required in relation to any given 
item we should consider the extent to which assurance is provided by 
tests on other items. The principle of directional testing derives from 
a recognition of the basic relationship between debits and credits 
implicit in the double-entry book-keeping system. For example, a test 
which provides reasonable evidence that a particular asset is not 
overstated also provides some reassurance that other assets are not 
understated, that liabilities are not overstated, that expenses are not 
understated and that income is not overstated. Other inter¬ 
relationships may be more specific—debtors, for example, may be 
regarded as a function of sales and cash receipts, while gross profit is a 
function of sales and cost of sales. In devising an overall audit 
strategy we can use such relationships to streamline our approach 
and to ensure that duplication of effort is avoided. 

2.13 Our approach is therefore characterised by flexibility. The 
most efficient balance or mix of audit evidence is determined 
principally by the scale and nature of the individual client's own 
business and by the nature of his accounting and information 
systems. 

Hanning memorandum 

2.14 A coherent audit strategy should evolve from the evaluation of 



10 


PRACTICAL auditing 


the options available to us for accumulating sufficient audit evidence 
in each particular case. This overall strategy is formalised at an early 
stage by the production of a planning memorandum setting out the 
approach to be adopted in each major area of the audit and the 
rationale behind that approach. 

2.15 The planning memorandum forms the basis both for planning 
the detailed work programmes to be undertaken in each area and for 
the production of a timetable and budget to control our work. 

Audit programmes 

2.16 To ensure that the audit strategy set out in the planning 
memorandum is implemented as intended, audit programmes are 
written to give detailed directions to staff on the audit work to be 
carried out. 

2.17 Although audit programmes for different clients will have 
points of similarity, they are written individually to meet the needs of 
each audit. The purpose of the “programme checklists”contained in 
this manual is to assist both in the preparation of programmes and in 
their review for completeness. 

Audit time 

2.18 We use a system of budgetary control of time to ensure that the 
audit plan is executed efficiently. The procedures, described in detail 
in Chapter 3, comprise: 

• the preparation of detailed time budgets, analysed by sections of 
work and grades of staff to be allocated that work 

• the keeping of detailed records by each member of the audit team 
of the time spent on the audit 

• regular comparisons between budgeted and actual time spent and 
investigation into variances. 

2.19 The resulting information provides a basis both for calculating 
the audit fee and for identifying areas in which gains in efficiency 
might be made in the following year’s audit. 

Monitoring and control 

2.20 The diagrammatic representation of our audit approach, 
shown as Table 1.1 above, seeks to recognise that planning and 
controlling is a continuous process extending well beyond the 
formulation of the planning memorandum. It may for example 
become apparent during the audit that particular audit programmes 
are not practicable or that we cannot obtain sufficient evidence as to 
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the continued effective operation of the internal controls on which we 
sought to rely. This will necessitate a re-evaluation of the alternative 
sources from which to derive our overall audit assurance. It may be 
that our initial assessment of audit risk or materiality changes in the 
light of new information or developments during the course of the 
audit and this may lead to an extension or reduction in the scope of 
our work. 

2.21 The execution of our audit plan by the preparation of detailed 
programmes, the collection and evaluation of evidence, and the 
implementation of completion procedures must be continually 
monitored against the criteria of the efficient and effective attainment 
of our overall objective within the constraints of risk, materiality and 
practicality. 

Collection and evaluation of evidence 

2.22 Much of the remainder of this manual is addressed to the 
question of how we collect, record and evaluate the audit evidence we 
need. Detailed guidance on the various aspects of substantive testing, 
compliance testing ol internal controls, and analytical review 
procedures is given in Chapters 7,8 and 9respectively. Part III ol the 
manual deals with the application of our testing procedures to each 
major component of the financial statements. I he use of computer 
assisted audit techniques (CAATs) in the collection and evaluation 
process is considered in Chapter 10. 

Completion procedures 

2.23 At the conclusion of our audit we should carry out a review of 
the financial statements as is sufficient, in conjunction with the 
conclusions drawn from the other audit evidence obtained, to give us 
a reasonblc basis for our opinion on the financial statements. 

2.24 This overall review draws together all the evidence derived 
from specific testing during the audit together with our background 
knowledge of the client’s affairs. As part of our completion 
procedures we should also: 

• consider the extent to which the conclusions we have reached 
depend on management assurances which we cannot corroborate 
independently and which may need to be formalised in a letter of 
representation 

• summarise and evaluate the effect of errors and omissions we have 
discovered in the course of the audit 
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• conduct a review of events between the year end and the date at 
which our report is to be signed. 

2.25 Our completion procedures also embrace, where appropriate, 
the drafting of a letter to the client’s management, drawing attention 
to any matters which came to light during the audit of which we 
consider management should be made aware, together with our 
recommendations thereon. 

2.26 We should also identify and record any matters which may 
affect the strategy, scope or timing of the following year’s audit. 

2.27 Each aspect of our completion procedures is dealt with 
comprehensively in Chapter 11. 



CHAPTER 2 


KNOWING THE CLIENT’S BUSINESS 


1 Introduction 

2 What we need to know 

Table 2.1—What we need to know 

3 Learning about the client’s business 

Paragraph 

Permanent notes 

3.2 

Planning memorandum 

3.3 

Previous year’s audit files 

3.4 

Correspondence file, news and intelligence 

3.7 

Review of management accounts 

3.10 

Observation of operations 

3.11 

Non-accounting personnel 

3.13 


1 INTRODUCTION 

1.1 A detailed knowledge and understanding of the client’s business 
is the key to an effective and efficient audit. There are two main 
reasons for this. 

1.2 First, audit planning can be effective only if it is based on a 
thorough understanding of the business. The Auditing Guideline 
‘Planning, Controlling and Recording’ issued by ICAEW states: “In 
order to plan his work adequately the auditor needs to understand the 
nature of the business of the enterprise, its organisation, its method of 
operating and the industry in which it is involved, so that he is able to 
appreciate which events and transactions are likely to have a 
significant effect on the financial statements”. For example, in 
assessing the potential for analytical procedures a detailed knowledge 
of the business enables us to identify the information which can be 
used for prediction and comparison purposes. 

1.3 Secondly, familiarity with the client’s business enables us to 
interpret the results of tests and to distinguish between significant and 
insignificant errors. 

1.4 Knowledge of the company and the industry in which it 
operates is essential also to the maintenance and development of a 
satisfactory professional relationship. In particular, it: 

• ensures that our advice is both relevant to and practical for the 
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client's individual needs and the circumstances of his business 

• enables us to identify those areas in which a particular client could 
be expected to benefit from a service or services which we 
CRirselves provide 

• demonstrates to each client an overall concern for and 
appreciation of his business extending beyond the audit itself 

• meets the expectations of clients who increasingly assume that our 
professional knowledge and experience is being brought to bear 
on their business. 

2 WHAT WE NEED TO KNOW 

2.1 Table 2.1 sets out a detailed list of matters we need to know 
about. In addition, it is important that we appreciate who and what 
makes a particular business “tick”. For example, there are substantial 
“philosophical” differences between an entrepreneurial business 
which depends on the drive and personality of the owner or manager 
and a subsidiary company which is closely supervised by its holding 
company, even though both may be in the same trade or industry. 
This appreciation may affect the nature of our audit. It will enable us 
to give more constructive advice. 


Table 2.1: What we need to know 


Note: The section references in italics are to the permanent notes files (see Chapter 3, 
paragraph 43 et seq). 


1 Nature of business, brief history [Sectioa 5] 

• Principal activities, products, services 

• Commercial and financial development, e.g. 

—changes in activities 

—product history 
—history of ownership/control 
—recent history of results 

—other significant events, e.g. major acquisitions and 
disposals. Stock Market flotation^ major industrial 
disputes, management buy-out etc. 

11 Features of the industry [Section .?] 

• Nature of the industry (availability of statistics) 

• Economic factors affecting the industry (consumer 
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Table 2.1—What we need to know (continueo; 

disposable income, competing products, cyclical/seasonal 
demand) 

• Long term trends and prospects 

• Position of the company in the industry (market share, 
number of domestic/foreign competitors, names of major 
competitors, growth potential) 

• Dependence on major customers or major markets 

• Degree of regulation from government or trade association 
(special accounting or financial requirements) 

• Glossary of specialised terms. 

III Organisation and locations [Section i] 

• Chart of description of organisation structure, e.g. 
subsidiaries, divisions, branches 

• List of companies/divisions/branches with locations and 
activities 

• Description of properties occupied [Section E\. 

IV Products and production [Section 5] 

• Description of main product lines 

• Number of products, product range 

• Relative volumes 

• Production locations 

• Description of major manufacturing or processing 
operations 

• Plant capacity 

• Research and development—nature, locations, resources 

• Management information: 

—nature of production planning and control, production 
budgets, cost centre analysis 

—product planning, analysis of product contribution, 
constraints on volume/mix of products. 

V Selling [Section 3JJ\ 

• Customers (numbers and size, home or overseas, retail, 
wholesale, inter-company, repeat sales) 

• Pricing policy (price lists, tenders, mark-ups, government or 
trade regulation, customer-dictated, quantity/loyalty 
incentives, forward sales) 

• Selling methods (advertising, promotions, representative. 
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Table 2.1 —What we need to know (continued) 

agents, commission arrangements, consignments, sale or 
return, tendering, sales by telephone/data link, mail order) 

• Distribution (warehouse, road, rail, sea, etc. sub-contracted 
carriage, use of returnable containers, pallets, etc., freight 
recharges) 

• Credit control (seeing trade references, credit ratings, 
normal/extended terms, early settlement discounts, policies 
on bad debts, reservation of title, collection agencies, invoice 
factoring and credit insurance, arrangements for overseas 
customers, e.g. documentary credits, ECGC cover) [Section 
3 Iff] 

• After sales service (warranties, unconditional replacement, 
free service periods, spares, product liability and insurance, 
customer claims, accounting treatment) [Section 3/D] 

• Management information 

—sales and order analysis by area, product, salesman, 
outlet, etc. 

—selling and distribution costs by area, product, salesman, 
outlet, etc. 

—ratios of sales to staff, sales staff, sales area, etc. 

—debtor reports, slow payers, bad debts, age analyses, 
collections, customer queries [Section ff] 

— analysis of after sales costs, customer claims and returns 
[Section Hf D]. 

VI Purchasing i/£)//(] 

• Nature of purchases (raw materials, bought-out parts, 
services) 

• Suppliers (usual suppliers, alternative sources, imports, 
inter-company purchases) 

• Prices (price determinants, e.g. market and availability, 
exchange rates, price regulation, competitive tenders, 
forward contracts, quantity and loyalty incentives) 

• Creditors (credit taken, early settlement discounts, 
reservation of title, sale or return) 

• Management information 
—purchase budgets 

—purchase analyses by product, cost-centre, outlet, etc. 

—standards, price and usage variance analysis 
—payments and creditors analyses. 
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Table 2.1—What we need to know (continued) 

VII Stocks [Section i/G] 

• Nature of stocks (raw materials, bought-out parts, work in 
progress, finished goods for resale, consignment stocks, etc.) 

• Quantities held and values by category 

• Stock locations 

• Risk factors (obsolescence, deterioration, price volatility, 
fashion changes, “Shrinkage” 

• Management information 
—stocktake reports 

—budgeted stock levels 
—analyses of stock-outs and lead times 
—reorder levels and economic order quantities 
—slow moving item reports. 

VIII Plant and equipment [Section 3!E\ 

• Nature of plant and equipment and relative values 

• Locations 

• Management information 

—reports on age, condition, life expectancy, usage, current 
values 

—forecasts of replacement needs 
—acquisition and disposal budgets. 

IX Sundry sources of income—giving approximate amounts 
[Section 3IJ] 

• Investment income 

• Agency agreements 

• Royalty agreements 

• Patents 

• Commission agreements 

• Scrap sales. 

X Investments [Section 3/F\ 

• Major investments, reasons for investment. 

XI Financing 

• Share capital [Section A] 

—history of authorised and allotted capital from incorpo¬ 
ration 
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Table 2.1 -What we need to know (continued) 

—voting rights, other rights, e.g. convertibility, redemption, 
“perks” 

• Debentures and long term loans [Section J] 

— terms, e.g. interest, repayment dates, conversion or 
redemption rights 
—charges on assets 
—borrowing powers 

• Other—relative importance of overdrafts, leasing [Section 

3] 

XII Management and personnel [Section SfK] 

• Chart of senior management structure, key contacts 

• Employee numbers and locations 

• Categories (full or part time, casual labour, accounts 
analysis, etc.) 

• Methods of remuneration (salaried, weekly/hourly paid, 
piece-work, overtime, holidays, bonuses, commission, 
profit sharing 

• Benefits (pension scheme, company cars, medical insurance, 
share incentive scheme, etc.) 

• Employees’ representation and trade unions 

• Management information 

—forecasts of staff requirements 
—staff turnover statistics 

—time recording (analysis of productive and lost time, 
absenteeism figures) 

—analysis of labour variances. 

XIII Professional advisers (with addresses) [Section i] 

• Bankers 

• Solicitors 

• Registrars 

• Involvement of other auditors 

• Tax advisers (if not ourselves) 

• Others, such as valuers, stockbrokers, etc. 

2.2 The it6ms suggested in Table 2.1 are intended to be a 
comprehensive list of matters, many of which may not be applicable 
to smaller clients. However, the broad categories should be relevant 
and it is suggested that the description of the business should always 
deal with each, albeit briefly. The suggestions are primarily relevant 
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to manufacturing enterprises, but the information appropriate for 
other non-specialised types of business is similar. 

2.3 It takes time to gather these details, and so the engagement 
partner or audit manager should, at the audit planning stage, discuss 
with the audit senior the nature and extent of information which will 
be relevant to a particular client. Clients should always be asked 
whether such information is readily available and, where 
appropriate, be requested to prepare the information for us. 

3 LEARNING ABOUT THE CLIENT’S BUSINESS 

3.1 This section suggests various ways in which the members of the 
audit team might familiarise themselves with the client's business. 

Permanent notes 

3.2 All the audit staff on an engagement should be familiar with the 
information contained in the permanent notes and outlined in Table 
2.1, at the beginning of the audit. They should not, however, concern 
themselves in detail with aspects of the accounting system with which 
they will not be involved. 

Planning memorandum 

3.3 The planning memorandum, discussed in detail at Chapter 3 
below, should contain details of any significant changes in the year 
affecting the client's business operations or accounts and their effect 
on our audit approach. All members of the audit team must make a 
point of reading the planning memorandum. 

Previous year’s audit files 

3.4 The previous year’s report and accounts must be regarded as 
necessary background reading. They should be read in conjunction 
with the “accounts appraisal” in section 2 of the previous year’s audit 
file (discussed in Chapter 11 paragraph 3.3). In particular, the 
directors’ report must, by law, contain information in respect to the 
state of the company’s affairs, material changes and commitments 
affecting the financial position of the company which have occurred 
between the end of the relevant financial year and the date of the 
report, any changes during the financial year in the company’s 
business or its subsidiaries etc. (s. 217, Companies Act, 1956). 

3.5 A brief review of the previous year’s file will give an 
appreciation of the make-up of figures in the accounts and an 
indication of the more important audit areas. The current year’s audit 
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planning memorandum, in summarising the audit strategy in 
individual areas, will indicate whether any changes in emphasis are 
intended. 

3.6 Problems that arose during the previous year's audit and the 
steps taken to overcome them, as recorded on Points on Accounts 
forms, should be noted. They may occur again unless the 
recommendations made in the management and post audit letters 
have been implemented. 

Correspondence file, news and intelligence 

3.7 The audit manager and partner will keep themselves informed 
of developments in the client's business and industry by regular 
contact with the cHent. All correspondence and details of telephone 
conversations and meetings \Vith the client should be filed on the 
correspondence file, so that the information is available to other 
members of the audit team'. Each client should be encouraged to 
inform the firm of any significant business changes; it is helpful for us 
to be aware of important developments at our audit planning stage. 
Examples of information which may be useful to us include: 

• changes in accounting procedures 

• changes in management structure or key personnel 

• substantial changes in the business, e.g. product range, volume of 
turnover, marketing strategy, major customers, suppliers or 
markets 

• any matters likely to cause an audit problem. 

3.8 A review of the correspondence file (or an inquiry of the client if 
there is no recent relevant correspondence) prior to the audit should 
provide the manager and senior with advance notice of any relevant 
changes. 

3.9 Further useful background information can often be gained by 
reading; 

• trade journals and magazines 

• the client's in-house newsletters or magazines 

• articles in'the national or local press, as appropriate 

• economic reports. Government or trade association statistics, 
stockbrokers’ reports. 

In the case of the larger client, its own public relations department or 
advisers may be willing to supply us with press-cuttings relating to the 
client on a regular basis. The firm itself subscribes to an information 
service which provides access to abstracts pf press articles containing 
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any specified ‘key-word’, such as a client’s name, industry or product. 
Review of management accounts 

3.10 Many clients produce management accounts on a regular basis 
as an aid to control. A review of these accounts will indicate which 
key ratios or other data are regarded by management as the 
operational pulse points of the business, as well as the current trading 
circumstances of, and significant changes in, the business. 

Observation of operations 

3.11 We must inspect the business operations and processes in the 
client’s offices and factories if we are to gain a sufficient 
understanding of his business. If the client has significant operations 
abroad, a visit may be particularly helpful in gaining a first-hand 
appreciation of the local business environment. 

3.12 Viewing the premises helps us to interpret accounting data, by 
providing a frame of reference within which such assets as work-in¬ 
progress and factory equipment can be visualised. We actually seethe 
physical safeguards over assets. 

Non-accounting personnel 

3.13 Besides looking at the business premises and equipment, we 
should also meet and talk to key personnel outside the client’s 
accountancy function. Contact and discussion with directors and 
other executives about the business and their particular roles in it 
must extend to all functions and departments if we are to build up a 
rounded picture of the business as a whole and put that picture in its 
proper perspective. 

3.14 Such contacts, once made must be maintained and built on as 
part of the process of keeping the business and our appreciation of it 
under constant reveiw. Maintaining and revising the initial picture is 
as important as making sure we have got it right at the outset. 
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1 INTRODUCTION 

1.1 Paragraph 2 of the Auditing Standard **The Auditor's 
Operational Standard" issued by ICAEW states: ‘'the auditor should 
adequately plan, control and record his work" 

The importance of planning and the subsequent control of the work 
cannot be overemphasised. Auditing is a labour>intensive activity 
and it is therefore essential that proper control is exercised over the 
time spent by staff on each assignment so that costs are kept to the 
minimum commensurate with fulfilling our statutory obligations as 
auditors. 

1.2 This chapter sets out the firm's procedures for ensuring the 
efficient administration of an audit, grouped under the following 
headings: 

• planning 

• direction, supervision and review 

• audit working papers 

• time recording. 

2 PLANNING 

2.1 Introduction 

2.1.1 The main objective of audit planning is to ensure that our 
audits are carried out effectively and efficiently. In a broader context, 
audit planning also ensures that the best use is made of the firm’s 
resources. 

2.1.2 Proper audit planning will; 

• direct audit effort to important areas of the audit 

• identify potential problems promptly 

• facilitate control, timing and co-ordination of audit work 

• make best use of audit staff 

• enable audit work to be completed efficiently 

• simplify review of work done. 

2.1.3 Client relations are not improved if we do not have staff 
available to meet the client’s accounting timetable. During the audit 
itself, proper planning can help us to make better assessments of the 
time required for completion and consequently to make any necessary 
reallocation of staff in good time, avoiding last minute overruns 
which can disrupt both the audit currently in progress and a number 
of others. 

2.1.4 The audit manager takes the primary responsibility for 
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planning and in many cases will himself carry out much of the work. 
However, managers should delegate this work, wherever possible, to 
senior staff. This involves seniors with the audit at an early stage and 
may also be less costly. 

2.1.5 Audit planning is a continuous process. It can however be 
broken down into the following stages: 

• obtaining a knowledge of the client’s business (dealt with in detail 
in Chapter 2) and, for existing clients, identifying changes in the 
client's operations, organisation and accounting system 

• developing an overall plan. This will cover the audit strategy, 
timing, staffing and liaison with the client and others 

• implementing the plan. Audit programmes are used to ensure that 
the audit work carried out is in accordance with the planned 
strategy 

• updating the plan. New or changing circumstances may cause us to 
alter our plans and it is important that any significant changes are 
properly recorded and approved by the partner or manager. On 
those audits where we make an interim visit, the planning 
memorandum should be formally updated before the final stage of 
our audit 

• post audit planning review. All levels of staff should be 
encouraged during the audit to bring forward ideas as to how the 
approach to the audit might in future be made more efficient. At 
the end of the audit, the senior and, if practicable, other members 
of the audit team should meet and discuss these proposals with the 
manager. Changes agreed by the manager should be documented 
as “points forward”. 

2.2 The Audit Strategy 

2.2.1 Before detailed audit testing is planned an overall strategy 
must be determined. We should: 

• set the level of planning materiality (discussed in detail in Chapter 
6). Planning materiality is a preliminary estimate of the size of 
error that would be regarded as “material” in relation to the 
accounts under review. We can then design our tests to give the 
required assurance that any errors that exist in excess of the level 
of planning materiality will be detected. At this stage, we also 
decide the minimum level for noting errors on the “errors and 
omissions” form 

• decide on the overall level of audit assurance that will be required 
(discussed in Chapter 5) 
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• identify any areas where there is particular high risk. In such cases 
it may be appropriate to increase the level of assurance required in 
these particular areas 

• assess whether, generally, there is scope for deriving assurance 
from internal control (discussed in Chapter 8) 

• assess whether, generally, assurance may be derived from 
analytical review (discussed in Chapter 9). This may depend on the 
scope and quality of the management information system 

• assess the extent to which computer assisted audit techniques 
(discussed in Chapter 10) are likely to be appropriate; for example, 
in a highly integrated computer system the use of computer audit 
software for interrogation may be essential 

• determine the main audit objectives^ these will normally include, 
but will not necessarily be restricted to, those printed on the audit 
file dividers an(| listed in Part 111 of this manual 

• determine subsidiary audit objectives for those main objectives 
that can conveniently be subdivided. If, for example, a main 
objective in relation to stock is: 

—stock and short term work in progress is fairly valued on an 
acceptable and consistent basis 
corresponding subsidiary objectives may be; 

—raw materials are properly valued 

—costs of work in progress and finished goods are properly 
calculated 

—work in progress and finished goods are written down to net 
realisable value where appropriate 

• identify any inter- relationships that might mean we could usefully 
modify the audit approach (discussed in Chapter 5). 

2.2.2 Once we have planned the overall strategy, detailed 

consideration can be given to each individual audit objectives and 

how it can best be met. This will involve: 

• for each subsidiary objective, deciding how much assurance can be 
derived from internal control (supported as necessary by 
compliance tests) and analytical review, and thus how much 
assurance must be supplied by substantive testing. Where 
significant reliance can be placed on internal control (or analytical 
review) it is important to consider whether the resulting reduction 
in substantive testing is sufficient to justify the additional work 
involved in compliance testing or substantiating the analytical 
review; 
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• devising appropriate compliance tests, analytical review 
procedures and substantive tests to enable conclusions to be 
drawn for each objective within the materiality and risk levels that 
are considered appropriate for the audit. 

2.23 Detail consideration of relatively minor audit objectives or 
tests can safely be left until the audit programmes are written. 
However, decisions of details relating to major tests (such as the 
sample size for debtors* circularisation) can have a significant impact 
on the audit plan and thus must be considered as part of the initial 
audit planning. 

2.2.4 The timing of carrying out audit work must be considered as 
the audit strategy is developed, since these are often closely 
interrelated. 

2.2.5 The normal timetable for an audit includes: 

• an interim visit, usually at least three-quarters pf the way through 
the accounting year 

• attendance at stock taking 

• year-end circularisations 

• the final audit shortly after the accounting year end. 

This pattern will often be modified to suit the needs of the particular 
client. For example, interim visits may be uneconomic in the case of 
small clients, while two interim visits may be appropriate if the 
client's accounting system is radically amended during the year, as 
when a system is computerised for the first time. 

2.2.6 The outcome of certain tests and enquiries may have a 
significant bearing on the audit strategy; such tests should be carried 
out in the early stages of the audit. For example, errors found during 
compliance testing may cause a major revision of the audit strategy, 
since it may then no longer be possible to place substantial reliance on 
internal control; thus larger samples for substantive tests would be 
required (and, possibly, additional tests that had not originally been 
considered necessary). In most cases, therefore, we should carry out 
compliance testing at an interim visit to the client so that the audit 
plan can be revised, if necessary, before the final audit. The problem 
of verifying that no changes occur in the operation of the relevant 
controls in the period between the interim visit and the end of the 
accounting period is discussed in Chapter 8. 

2.2.7 There will often be a tight deadline imposed by the client for 
the completion of the audit which would not allow all audit work to 
be carried out after the year end if the audit team is to be kept to a 
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manageable size. In such cases the bulk of the substantive testing on 
transactions should be carried out at an interim visit leaving only the 
period from the interim visit to the year end to be covered at the final 
audit. Additionally, it may be possible to obtain assurance on year 
end balances from substantive tests carried out on balances at an 
earlier date. Examples of this include ciicularisations and stock counts 
carried out before the year end. Although the additional work needed 
to cover movements between the balances tested and the year end 
normally outweighs the advantages of advancing the timing of the 
tests, this method is the only practical way of meeting very tight 
deadlines. 

2.2.8 The audit strategy should be reviewed from a common sense 
point of view to ensure that the overall balance of the planned testing 
is reasonable and to check the following points: 

• is sufficient attention being paid to high risk areas? 

• is too much attention being given to low risk areas? 

• are some areas being tested merely “because they are there" or are 
all objectives relevant to the overall audit conclusion? 

• have the likely problems been considered and tests directed mainly 
toward detecting these, or is too much attention being paid to 
potential errors that are, in practice, highly unlikely to occur? 

• is sufficient attention being given to items which, although stated 
at immaterial'^mounts, may nevertheless be incorrect by a 
material amount? For example, small long-term contracts can 
result in large losses 

• where judgemental decisions have been made, ha\e the reasons 
been adequately documented? 

• have we struck the right balance between the different sources of 
evidence available? 

2.2.9 We should check that, if certain areas (for example, sundry 
debtors) are not to be tested, on grounds of immateriality, the total 
possible error over all such untested areas is not itself material. 

2.3 Other Planning Matters 

2.3.1 There are other matters to be considered in conjunction with 
the planning of audit strategy. These are dealt with below. 

Budgets, and staffing plans 

2.3.2 The time required for pach section of the audit should be 
estimated and the appropriate grade of staff determined; this time 
budget should then be evaluated at charge-out rates to give the 
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budgeted fee. Budgeting is described in more detail in section 5.2 
below. 

2.3.3 The allocation of individuals to particular audits should take 
account of the experience of each staff member and the degree of skill 
required for the particular assignment concerned. It is preferable that 
the audit team contains members of staff who have visited the client 
previously, not only to maintain good client relationships but also 
because they will have gained detailed knowledge of the client and the 
industry in which the client operates. 

2.3.4 In certain specialist industries, it is desirable that some 
members of the audit team have previous audit experience in that 
industry. If such experience is not available, departments exist within 
the firm that are capable of providing the necessary technical 
support. Furthermore, specialist training courses are run, both 
internally and by external bodies, with the aim of giving auditors an 
appreciation of the audit and accounting problems of particular 
industries. 

Client liaison and assistance 

2.3.5 The company’s year end accounting timetable and the 
deadlines for the completion of the audit should be reviewed with the 
company’s chief financial officer to ensure that all deadlines are 
realistic. We should also confirm what accounts schedules will be 
prepared by the client and the dates on which these will be made 
available to the audit team. Where the efficiency of the audit may be 
improved by the client’s staff preparing additional schedules, or 
preparing the existing schedules in a more useful format, or by 
assisting in the preparation of circularisation letters, reconciliation ot 
replies or assembling requested invoices, these possibilities should 
also be discussed with the client at this stage. 

2.3.6 A detailed audit timetable should then be prepared, giving the 
dates on which schedules are due from the client and the dates by 
which the various sections of the audit are to be completed. 

2.3.7 The arrangements should be confirmed with the client in 
writing. If we are working to a tight timetable it is particularly useful 
to have an agreed record of the dates by which the client undertakes 
to complete essential schedules and, subsequently, the dates on which 
the schedules were actually completed. If our audit time and, 
consequently, our costs, are increased because of delays lor which the 
client is responsible, such a record will be helpful in substantiating 
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any request we might make for an increased fee. 

Reliance on internal audit 

2.3.8 When the client has an internal audit department it may be 
possible, with sufficient planning, to rely on the work done by the 
internal auditors or to ask them to perform certain specific audit 
procedures under our supervision. The decision to use internal 
auditors in this way should be made by the engagement partner and 
agreed with the company’s chief executive officer. The decision 
should be based on a proper evaluation of their internal 
independence and competence, the scope and objectives of their 
work, etc., and subsequently on appropriate reviews of their 
programmes and working papers. The extent to which we intend to use 
them should be recorded in the audit planning memorandum. 
(Guidance on matters to be considered and procedures to be followed 
when placing reliance on internal audit is contained in the Auditing 
Guideline on the subject.) 

Liaison with tax and other departments 

2.3.9 The tax position of the client should be discussed with the tax 
manager and any items which are relevant to the current audit should 
be noted. The information that will be required by the tax manager 
for the purpose of tax computations should be noted and scopes 
should be set below which items need not be analysed in detail. 
Copies of the previous year's tax computations should be obtained 
and if they were agreed by the assessing officer, the date of agreement 
noted. Depending on the circumstances of the client, arrangements 
should be made for the tax manager/ partner to visit the client during 
the interim stage of the audit. 

2.3.10 This initial liaison with the tax manager is essential if the tax 
and audit departments are to provide the client with an efficient 
service. The organisation of tax and audit departments varies from 
office to office and staff should be aware of locally agreed liaison 
procedures. 

2.3.11 Good communications are equally important where other 
departments of the firm are involved with the client, for example, 
where the management services division is preparing management 
accounts for the client. 

Joint audits 

2.3.12 Where we are joint auditors with another firm, it is essential 
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to ensure planned co-ordination of the duties to be undertaken by 
each firm and also that procedures for control and review are 
established. A summary of the arrangements should be set out in 
writing and agreed with the other firm. 

2.4 Planning Memorandum 

2.4.1 A planning memorandum should be prepared for each 
assignment. The objectives of such a memorandum are to provide a 
formal record of the planning process and to communicate planning 
decisions to all levels of staff; in certain cases, a copy may also be 
given to the client. 

2.4.2 The planning memorandum should refer to each of the 
matters mentioned above and should therefore contain details of: 

• major changes in the client's business, organisation or accounting 
systems 

• changes in law, accounting standards or the firm’s procedures 

• other relevant background information 

• problems encountered in previous years and other points brought 
forward 

• current tax position 

• time and cost budgets and staffing plans 

• timetable and accounting assistance from the client 

• overall audit strategy, including comments on each of the points 
covered in paragraph 2.2.1 above 

• detailed audit approach for each major area, stating the degree of 
reliance on internal control, analytical review and substantive tests 
and giving approximate sample sizes for the main substantive 
tests. 

2.4.3 It is not intended that the planning memorandum should 
reproduce information held elsewhere on file unless repetition clearly 
enhances the clarity and usefulness of documents. Cross-referencing 
should be used wherever practicable. 

2.4.4 While it is usually desirable for a meeting to be arranged 
between the engagement partner, the audit manager and the senior in 
order to discuss the proposed audit approach, it may not always be 
practical or necessary, although some matters, such as setting 
materiality levels, will usually require joint consideration. For every 
audit, however, the partner should initial the front schedule of the 
planning memorandum as evidence of his approval, and the 
memorandum should then be filed in section 3 of the current audit 
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file. Where a planning meeting is held, the decisions taken should be 
recorded in the planning memorandum; no other ihinutes of the 
meeting should normally be required. 

2.4.5 Partners and managers should adopt a flexible approach to 
recording the planning procedure so that the degree of detail is 
appropriate to the nature and complexity of the audit. The standard 
form illustrated in Appendix 3.2 comprises a useful checklist of 
matters for consideration at the planning stage and may be used as 
the front page of the planning memorandum. The planning 
memorandum may conveniently be held on a word processor to 
facilitate updating from year to year. 

2.4.6 It is for each partner and manager to decide how much 
planning needi to be done before the interim visit. At this stage, 
detailed planning generally needs to cover at least sales, cost of sales, 
overheads, payroll and, possibly, parts of the audit of stock. 
However, outline planning decisions on all areas should be taken 
prior to the interim visit so as to ensure that audit tests are not 
duplicated and are properly integrated. The initial decisions taken 
can always be revised after the interim visit. 

2.4.7 An example of a planning memorandum for a medium-si/ed 
client is given in Appendix 3.2 to this chapter. 

3 DIRECTION, SUPERVISION AND REVIEW 

3.1 To ensure that an audit is carried out effectively and efficiently 
the work is controlled and recorded at each stage of its progress. The 
most important elements of control are the direction and supervision 
of the audit staff and the review of the work they have done. These 
ensure both that the work is adequately performed and that the 
results obtained support the conclusions reached. 

3.2. The Audit Programme 

3.2.1 To ensure that the audit strategy set out in the planning 
memorandum is implemented as intended, audit programmes must 
be written giving detailed directions to staff as to the audit work to be 
carried out. 

3.2.2 The purposes of the audit programme are to: 

• describe in detail the work to be completed and its objectives 

• facilitate the prior approval of these planned steps 

• provide continuous control by means of comparison of actual to 
planned work 
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• identify the member of staff responsible for each step 

• facilitate review of the work done 

• provide evidence that the work has been done to generally 
accepted auditing standards 

• provide a basis for planning the following year’s audit. 

3.2.3 Although audit programmes for different clients share points 
of similarity, each must be individually written to meet the needs of 
each particular audit. The audit programme should be based on the 
planning memorandum, using last year’s programme and working 
papers as a guide to detail. Reference to the checklist in Part 111 of this 
manual will also be of assistance, particularly for the new client. The 
audit programme should be reviewed by the senior or manager before 
the audit steps are carried out to ensure that the proposed work will 
achieve the stated audit objective. 

3.2.4 The programme steps should be detailed enough to enable an 
audit assistant to complete a step without further instruction. Thus 
the description of a step must specify the client’s documents and 
records and the direction of the test. The scope of the test should be 
clearly defined, (and referenced, where appropriate, to a schedule 
setting out the reasons for planning to take a particular size of 
sample) as should the method of selection. A cross-reference to 
particular relevant points of guidance in the audit manual or 
permanent notes should be included wherever appropriate. 

3.2.5 Each group of steps should be preceded by a statement of their 
audit objective. Where reliance on internal control is planned the 
internal control objectives relevant to the audit objective should be 
listed in the audit programme and cross referenced to the “Internal 
Control and Accounting System Evaluation” (ICASE) schedules 
on which the ability of the system to meet those objectives is assessed 
(see Chapter 8). The compliance tests planned to confirm the 
operation of internal controls will be drafted on the ICASE schedules 
and not on the audit programme itself. 

Suggested structure 

3.2.6 The following structure is suggested for the programme: 

(i) Audit objective —a statement of the detailed audit objective. 

(ii) Accounting procedures —steps (walk-through tests) to conlirm 
the accuracy of our system notes including, in the case of year 
and accounting procedures such as the listing of accruals and 
cut-off, our notes of those procedures. 
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(iii) Internal control —a list of relevant control objectives, cross- 
referenced to the ICASE’s. 

(iv) Analytical review —a detailed description of each analytical 
procedure planned. 

(v) Substantive tests— a detailed description of each substantive test 
planned, 

3.2.7 Where a step is to be carried out at the interim visit this should 
be clearly indicated and separate instructions should be given for 
extending the test at the final visit to cover transactions recorded 
between the time of the interim visit and the client’s financial year 
end. 

3.3 Supervision 

3.3.1 An essential feature of control of the quality and efficiency of 
audit work is continuous supervision and review of the work of junior 
staff by the audit senior, as part of the day-to-day staff management 
function. 1 n particular, the senior .should ensure that junior staff fully 
understand the work allocated to them and that any problems arising 
in the course of that work are discussed in good time and not left until 
the papers are formally reviewed. 

3.3.2 The senior’s work is supervised by regular discussion with the 
audit manager, who is in turn supervised by the audit partner. I he 
various aspects of supervision are included in the respective 
responsibilities of audit partners and staff described in Appendix 3.1. 

3.3.3 Adequate training on the job in the form of supervision and 
review from a more experienced member of staff is an essential part of 
a student’s professional development; it will also result in a greater 
sense ol job satisfaction. 

3.3.4 It is essentia) that junior staff are adequately briefed as to the 
degree of detail to which they should work. Without clear scopes and 
materiality guidelines they may well perform unnecessary tasks or 
record excessive levels of detail. 

3.4 Review of Working Papers 

3.4.1 The purpose ot reviewing the working papers is to ensure that: 

• the planned work (as detailed in the audit programme) has been 
completed 

• the work done is properly recorded 

• the work was adequately performed 

• correct conclusions have been drawn. 

It is important, therefore, that the papers and the conclusions drawn 
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from the work done are subject to review by staff of greater seniority 
and experience than those carrying out the work. 

3.4.2 The review of schedules will be undertaken mainly by the 
senior in charge, although in suitable cases he may delegate the review 
of work done by junior staff to semi-seniors. The senior’s work must 
be reviewed by the manager; the manager should also generally 
scrutinise reviews carried out by more junior staff. The partner, in 
turn, must satisfy himself that the working papers have been properly 
reviewed. In addition, he will himself always review specific working 
papers—the manager’s review, points on accounts including the 
accounts appraisal, and all lead schedules—^and review supporting 
working papers where he considers this necessary, based on his 
assessment of the complexity of each section and the experience and 
knowledge of the audit staff. 

3.4.3 The review of working papers should be carried out as soon as 
possible after their completion and before the audit team leaves the 
client’s premises. Review points must be answered by the staff 
member who did the work and the timing of the review will be 
influenced by this requirement. 

3.4.4 Raising and clearing long lists of review points is time- 
consuming; this can be avoided, and the audit made correspondingly 
more efficient, by proper supervision of staff. 

3.4»5 The reviewer should check that: 

• all working papers are signed, dated and properly headed and 
indexed 

• all schedules are adequately cross-referenced 

• totals on lead schedules agree with the accounts 

• audit programmes are signed, referenced to working papers, and 
scopes are entered 

• the work which has been done is in accordance with the audit 
programme and was adapted where necessary to meet unforeseen 
situations or changed circumstances 

• conclusions have been drawn on all sections of the work and on 
important areas within each section 

• the right conclusions have been drawn from the work performed 

• material matters are noted on Points on Accounts 

• errors or omissions found during the course of the work are fully 
investigated and are recorded on the summary of errors and 
omissions 

• all points for a letter of representation or for a post audit letter 
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have been noted on the file divider 

• file dividers are completed and signed off by both audit senior and 
manager 

• the audit time spent has been properly recorded and summarised 

• documents of continuing importance are filed on the permanent 
notes file 

• documents that are no longer relevant have been removed from 
the permanent notes file. 

3.4.6 The procedures for recording and clearing review points are as 

follows: 

• all review points must be noted down on standard review 
stationery. They should be sequentially numbered, clearly and 
unambiguously slated and referenced to the working papers to 
which they relate 

• points relating to staff training or procedural matters can usefully 
be segregated from those which are of direct audit significance and 
the former dealt with at a later stage; if this is likely to be after the 
completion of the audit, these points should be removed from the 
audit file and retained separately 

• the reviewer should discuss all the important points with the 
particular staff member before giving him the detailed list of 
review points. It can be demoralising for staff members to be given 
a list of review points with no encouragement or discussion 
particularly if there are points of difficulty or criticism 

• the staff member must sign and date each review points as he 
answers it 

• audit schedules must be altered to reflect the action which has been 
taken to answer a review point, or to record any additional 
information or explanations obtained. It is essential that the 
schedules contain all relevant details and can stand by themselves 
once the review sheet is destroyed. In particular, late adjustments 
must be made on the relevant schedules so that review sheets do 
not form part of the audit trail. Amending the original schedule 
when answering a review point also prevents the same point being 
raised by a subsequent reviewer 

• the reviewer must review the answer to each point, referring, where 
appropriate, to the amended audit schedule 

• any queries which cannot be immediately answered should be 
noted on the file divider (or a supporting list of outstanding 
queries), for clearance before the accounts can be signed. 
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3.4.7 The firm’s policy is to destroy all sheets of review points after 
the points on accounts lead schedule has been signed by the partner 
and the audit report released. The review sheets must not be used for 
recording explanatory notes to audit tests or for documenting 
systems, or there is a danger that these will be destroyed with the 
review points. 

4 AUDIT WORKING PAPERS 

4.1 Introduction 

4.1.1 The engagement partner has to satisfy himself that the work 
delegated by him has been properly performed. He can generally do 
this only by having available to him detailed working papers 
prepared by the audit staff who performed the work. 

4.1.2 Working papers also provide, for future reference, details of 
problems encountered together with evidence of work performed and 
the conclusions drawn from it in arriving at the audit opinion. 

4.1.3 The paragraphs that follow describe the two main types of file 
of working papers, the Current Audit File and the Permanent Notes 
File, setting out the firm’s standards for the preparation of working 
papers and their contents. 

4.2 Current Audit File 

4.2.1 The current audit file is divided into the following sections: 

1 Final accounts 

2 File clearance 

3 Planning and control 

4 Trial balance and draft accounts 

A Capital, reserves, dividends 
B Debenture and long term loans 
C Taxation 

D Creditors, accruals, provisions and contingencies 
E Tangible and intangible fixed assets 
F Investments 

G Stock and work in progress 
H Debtors, prepayments and accrued income 
I Bank balances and cash 
J Income 
K Expenditure 

L Directors, minutes. Directors’ Report 
M Funds statement, accounting records 
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N Accounts preparation schedules 
O Subsidiary Companies’ Accounts 

Lead Schedules 

4.2.2 Sections A to K include a schedule, the “lead schedule”, at the 
front of each section, which contains a list (or a summarised list 
supported by subsidiary lists) of all items in the trial balance making 
up the figure or figures shown in the accounts. We must ensure that 
each figure in the published accounts can be traced through the lead 
schedules to its constituent items in the trial balance, a copy of which 
should be filed in Section 4. 

4.2.3 Where the client presents us with an initial trial balance on 
which there will be numerous subsequent adjustments, each lead 
schedule could usefully be set out in four columns, thus: 

(i) figures per initial trial balance 

(ii) adjustments 

(iii) final figures as adjusted 

(iv) previous year’s comparative figures. 

4.2.4 This enables audit work to be started, ensures that all 
adjustments are audited and processed and provides a clear trail from 
the accounting records to the accounts. The senior, in conjunction 
with the manager, should decide on tbe appropriate format for the 
lead schedules. 

Indexing of working papers 

4.2.5 The indexing of working papers is important; the 
presentation of the papers in a logical format is essential if the 
reviewer is to be able to carry out his task quickly and efficiently. 

4.2.6 The firm uses a “pyramid” structure of indexing; each 
schedule is identified first by the number of capital letter which 
corresponds to the appropriate section of the audit file, followed by 
numerical indexing indicating the sub-section and sub-division of 
each sub-section. The lead schedule represents the top of the 
“pyramid”. 

4.2.7 The indexing structure is illustrated by the following example: 


Lead schedule—Creditors D 

Summary of accruals D1 

Accrual for rent payable Dl.l 

Accrual for rent—retail outlets D1.1.1 

Accrual for rent—warehouses and officesD 1.1.2 
Accrual for telephone expenses Dl.2 
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4.2.8 Distinctive index series should be allocated to schedules (e.g. 
circularisation) which do not correspond directly with figures on the 
lead schedule. For example, the summary of the creditors 
circularisation should be indexed D 100, the control schedule D 101 
and so on. The summary of our assessment of internal control and 
supporting 1C A SB's could be indexed D 200 et seq. 

4.2.9 It is important that all schedules are properly indexed and 
cross-referenced as they are completed. This must not be left until the end 
of the audit but should be treated as part of the audit step to be 
completed before the audit programme is signed. 

4.2.10 The system of indexing should reflect the audit approach. 
For example, the working papers in Section G “Stock and work-in- 
progress” are often most logically filed by audit objective as follows: 

GA—quantities 
GB—valuations 
GC—net realisable value 
GD—obsolescence 

4.2.11 The lead schedule will, of course, be *G’. The lead schedule 
for each section (e.g. GA) contains the conclusions reached in that 
section and the supporting working papers are indexed as G A1, GA2, 
etc. 

4.2.12 The working papers in section G are sometimes file^ by audit 
objective within each major category of stock. Thus, for example, 
where there are three categories of stock on the lead schedule G, there 
will be three main sections (Gl to G3.) Within each section the 
working papers will be filed by audit objective; G1A (quantities), 
G IB (valuation) and so on. 

4.2.13 Such elaborate systems of indexing are sometimes also 
useful in sections D (Creditors), E (Fixed assets), H (Debtors), J 
(Income) and K (Expenditure). 

4.2.14 The organisation of the working papers in the current audit 
file is a matter for decision by the audit senior in consultation with the 
manager. 

Contents of working ptqters 

4.2.15 Paragraph 19 of the Auditing Guideline “Planning, 
controlling and recording” issued by ICAEW states; 

“Audit working papers should always be sufficiently complete 
and detailed to enable an experienced auditor with no previous 
connection with the audit subsequently to ascertain from them 
what work was performed and to support the conclusions 
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reached. Audit working papers should be prepared as the audit 
proceeds so that details and problems are not omitted". 

4.2.16 The firm endorses these principles and the following 
paragraphs explain how they are to be applied in practice. 

4.2.17 All working papers, including those prepared by the client, 
should contain the following basic information: 

• the name of the client 

• the subject, purpose or content of the working paper 

• the balance sheet date 

• the initials of the auditor preparing or checking the working paper 

• the date of preparation 

• the reference of the working paper 

• the initials of the person reviewing the working papers 

• the date of review. 

4.2.18 We should note, where applicable: 

(i) the source of information included in the working paper (e.g. 
from the payroll sheet for a particular week, or from a named 
member of the client’s staff with an identified function), if it is 
not otherwise apparent; 

(ii) the audit work which has been performed (i.e. the scope of the 
tests, a key describing the “audit tick” marks used, or an 
explanation of the audit procedures) to the extent that it is not 
evident from the audit programme itself; 

(iii) the findings made, to the extent that they are not evident from 
(ii) above; 

(iv) appropriate cross-reference to other working papers; and 

(v) the audit conclusion drawn (where a judgement significant to 
that section of the audit has been made). 

4.2.19 Most audit programme steps require working papers which 
identify the items examined. Thus if a programme step is to review 
after-date cash payments, we would either photocopy the cash listing 
or, if there are only a few items large enough to warrant investigation, 
list those items, in either case giving details of the subsequent 
verification of payments. Where a repetitive audit step is performed 
on items in working papers, ticks or symbols are used against the 
items tested to evidence the work done; these should be explained 
either on the individual working papers or on an explanatory 
schedule covering a group of working papers. 

4.2.20 The file divider for each section gives an overall conclusion 
for that section and this should be signed by both audit senior and 
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audit manager. Any reservations they may have about that 
conclusion, such as an area of uncertainty or disagreement, should 
also be noted on the file divider and cross-referenced to a point on 
accounts. 

4.2.21 Conclusions should also be noted on the principal schedules 
within each section (such as the results of a debtors’circularisation). 
These must represent the opinion of the member of staff, be definite 
in nature and respond to the objectives of the work. Conclusions 
should not be altered by others; additional comments by the senior, 
manager or partner should be added and signed separately. 

Summary of work done 

4.2.22 It may sometimes be necessary to produce a memorandum 
summarising the work done in a particular section of the audit so that 
the reviewer of the working papers can more easily understand the 
audit approach and the results achieved, and so that the staff member 
preparing the memorandum can ensure that all aspects of the work 
have been considered. This might be necessary where the audit work 
on the particular section is extensive or complex and in the following 
circumstances: 

• where the audit programme was insufficiently detailed (for 
example, on a new audit) 

• where the audit strategy detailed in the planning memorandum 
has had to be revised due to unforeseen circumstances. 

Such summary memoranda are, however, no substitute for properly 
structured audit programmes and adequately detailed planning 
memoranda. 

4.2.23 The summary should be cross-referenced to the supporting 
working papers. It should be placed at the front of the section to 
which it relates, after the lead schedule. 

Preparation of working papers 

4.2.24 Working papers must be neat, clear and concise; they must 
present the information to the reader in an easily understandable 
manner. They should be well spaced out, with detail relegated to 
supporting schedules. Adequate space should be left for conclusions 
and subsequent additional information and comment. Well- 
presented working papers generally reflect clear thinking and orderly 
work. 

4.2.25 Wherever the preparation of a schedule consists purely of 
copying or re-organising data from the client’s records, we should 
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consider asking the client to prepare the schedules. This must be 
discussed and agreed with our contact at the client and it is desirable 
to confirm the arrangement in writing. Stationery should be supplied 
and, where helpful, the titles of schedules and column headings 
should be inserted. It may be advantageous to discuss the purpose of 
the schedules with the staff who will be preparing them. Schedules 
prepared by the client should always be tested for accuracy and the 
audit work done properly evidenced. 

4.2.26 Full use should be made of any other means available for 
reducing clerical time used in schedule preparation. Extracts of 
information for the working papers should be photocopied whenever 
possible. Word-processing facilities should be used where practical to 
update schedules largely duplicated from one year to the next. 

4.2.27 The potential for timesaving arising from use of dictating 
machines, computerised worksheets, and even of rubber stamps for 
heading up and dating schedules can be substantial and must not be 
overlooked. 

4.3 Permanent Notes File 

4.3.1 The permanent notes file should contain all documents to 
which continuing reference needs to be made. Such documents fall 
into the following categories: 

• documents recording our understanding of the client’s business, 
organisation, accounting systems, etc. 

• copies of, and extracts from, important agreements that will be of 
relevance from year to year, including the company’s 
Memorandum and Articles of Association 

• details of major fixed assets such as property 

• accounting schedules of continuing relevance, such as fixed asset 
depreciation lapsing schedules and leased asset finance cost 
allocation schedules 

• groups structure and the history of investment in subsidiaries, 
associated and othA^ major investments 

• masters of audit programmes, etc. 

• location in the computer disc library of word processor masters 
and spreadsheet layouts. 

4.3.2 liie file is divided into sections corresponding to the sections 
in the current audit file. 

4.3.3 As a general principle, the permanent notes file should only 
contain papers to which specific reference is made in the audit 
programme. Other papers are, prima facie, irrelevant to the audit and 
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should not be retained, although there are some exceptions to this 
rule. 

4.3.4 The senior in charge should ensure that the principal updating 
of the file is carried out at the beginning of the audit, /lor left until the 
end. Systems notes, for example, will normally be revised at the 
commencement of the interim visit. 

4.3.5 Schedules should be designed to allow adequate room for 
future additions and amendments. If lengthy agreements are filed, a 
summary schedule of the major points of audit significance should be 
prepared. 

4.3.6 Permanent notes schedules that are out of date should be 
transferred to section M of the current audit file for the last year in 
which they applied. This transfer should be noted on the permanent 
notes file index and cross-referenced to the relevant audit file, so that 
the papers can be traced if required. 

4.3.7 An adverse impression of our audit efficiency can be given to 
client's staff if the same questions are asked every year, and the 
answers to them should be contained in our own records. It is 
important, therefore, that all staff new to the client should read the 
relevant section of the permanent notes file in connection with their 
own part of the work. 

4.4 Ownership and confidentiality of working papers 

4.4.1 Documents prepared by the auditor solely for the purpose of 
carrying out his duties belong to the auditor himself. He should adopt 
appropriate procedures for ensuring their safe custody and 
confidentiality. 

4.4.2 The maintenance of their safe custody is important since 
working papers provide evidence of the nature and extent of audit 
work performed. If such evidence cannot be produced because the 
papers have been mislaid or lost, it may be difficult to claim that the 
firm has discharged its duty w'ith skill and care and to support that 
claim. 

4.4.3 Working papers containing audit evidence or conclusions, or 
client information to which they would not otherwise have access, 
should not be shown to officers or employees of the client. Where the 
client requests accounting information which we have extracted, audit 
evidence should be removed from copies of such schedules or new 
schedules should be prepared. 

4.4.4 The affairs of any client are strictly confidential. Under no 
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circumstances should working papers be shown to third parties, 
unless the prior approval of both the client and the engagement 
partner has been obtained. 

4.4.5 Similarly, in the case Of the intended acquisition of a client 
company, an inspection of audit files by a purchaser may be granted, 
provided the client has given his permission and, in the view of the 
engagement partner, an inspection is in the interests of both the client 
and the firm. 

4.4.6 Where an inspection is necessary, it should normally be 
carried out on the firm’s premises. Photocopying of papers should 
not be permitted other thap by our own staff and should be limited to 
schedules containing accounting information only. 

4.4.7 Clients understandably expect the firm to take all reasonable 
precautions to protect the confidentiality of the firm's files and thus 
of information relating to the client whilst the files are on the client’s 
premises, in transit and at the firm’s offices. 

5 TIME RECORDING 

5.1 Introduction 

5.1.1 Before each audit assignment a time budget should be 
prepared by the audit senior and approved by the audit manager. The 
time budget is an important aid to the audit senior in monitoring the 
overall progress ot the audit by allowing him to compare the actual 
time spent with the budgeted amount. It enables the manager and 
partner to ensure that an appropriate proportion of time is devoted to 
each area of the audit, serves as a guide to staff as to the extent of 
detail expected and assists in the overall direction and supervision of 
the audit. 

5.1.2 The accurate recording of actual audit time is important since 
it will facilitate the preparation of a realistic budget the following year 
and will allow the audit senior to identify reasons for any legitimate 
cost increases by comparing actual time with budgeted time. 

5.1.3 The preparation of budgets and the monitoring of actual time 
spent on the audit is greatly eased by the use of standard worksheets. 
The audit manager should decide on the level of detail necessary in 
budgets and actual time records as appropriate to the size and 
complexity of the audit. The firm’s standard worksheets are divided 
into sections corresponding to the sections of the audit file. The pre¬ 
printed forms have spaces provided for further sub-division of work 
within each section. It will generally be necessary to use sub-headings 
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for any section only if the total budgeted time for the section exceeds, 
say, 20 hours. 

5.1.4 For the smaller audit (up to nine man-weeks) all aspects of 
time control and costing can be combined on one form as illustrated 
in Appendix 3.3 to this chapter which incorporates the budget and 
actual time records and the cost and fee summaries. 

5.2 Budgeting 

5.2.1 The budget should be reviewed critically to determine whether 
time appears to have been allocated in correct proportion between 
the sections, bearing in mind their complexity and relative 
materiality. The totals budgeted for each grade should be compared 
with staff availability and adjustments made where necessary. Every 
effort must be made to reduce the time required to a minimum 
compatible with our duties. 

5.2.2 Allocations to “general” time should be minimised. In 
particular, the previous year’s file should be reviewed to determine 
whether more use can be made of client’s staff to prepare analyses, 
reconciliations and other schedules. If the budget differs materially 
from the previous year’s “actual” figure, then a memorandum 
highlighting the main reasons for differences should be prepared and 
filed with the budget. 

5.2.3 The total budgeted hours, together with an estimate of partner 
and manager time, should be evaluated at charge-out rates to give the 
budgeted cost. Estimates of expenses should also be prepared. The 
budgeted time and cost should be approved and the printout or form 
initialled by the partner prior to the commencement of the field work. 

5.3 Recording actual time 

5.3.1 It is essential that staff record their time at the end of each day. 
The description used for the work done must be the same as that on 
the budgets. Staff must ensure that they are aware of the time 
budgeted for each area of work allotted to them and should make a 
note of the budget on their time records. All time spent on the client 
must be recorded, including any time spent in the office on pre-audit 
planning, organising circularisation, stock counts, finalising accounts 
and management letters, etc. The senior is responsible for ensuring 
that all members of staff adhere rigidly to this discipline. Failure to 
record time may conceal an overrun of actual time against budget and 
thus jeopardise the recovery of costs from the client. 

5.3.2 The senior is responsible for reporting on the progress of the 
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job to the manager, for summarising time and for ensuring that it 
agrees with the office time records. Staff members are responsible for 
reporting likely budget overruns to the senior on a timely basis and 
for completing and summarising their own audit time records. 

5.3.3 On larger jobs, time may need to be summarised periodically 
(at least fortnightly and possibly weekly). In the later stages of the 
audit the senior should estimate the time needed to complete each 
section, add this to the cumulative time to date and compare the total 
with the budget. A likely overrun in total should be brought to the 
attention of the manager and partner. 

5.3.4 At the end of the interim stage of the audit, the actual time 
spent must be summarised and reasons for any .significant variance 
on individual work sections must be explained in a memorandum; the 
effect of any total budget overrun on the fee must be brought to the 
attention of the manager and partner. 

5.3.5 At the end of field work on the final stage of the audit, it is 
most important to make a realistic assessment of the time required to 
completion so that total actual time can be estimated and finally 
compared with budget. I hc assessment should take into account the 
following: 

• manager and partner time 

• the clearance of review points 

• the finalisation of a post-audit letter to cover points arising during 
the final stage of the audit 

• the completion or updating of the post-balance sheet events 
programme of work 

• the supervision of the typing and printing of the accounts and their 
despatch to the client for approval and signature 

• the rendering of the fee. 

5.3.6 The estimated time to completion should be added to the 
accumulated time to date and the total time should then be evaluated 
and compared with the fee provision. If it appears that the budgeted 
fee may be exceeded, this must be brought to the attention of the 
manager and partner. 

5.3.7 Once the audit has been completed, the audit time records 
should be totalled and compared with budgets and reasons for any 
significant variance explained. The totals should then be 
summarised, by grade, and evaluated for final comparison with 
budget and as a basis for producing the fee. 
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THE AUDIT TEAM 

1.1 On each engagement, all the members of the audit team should 
understand clearly their responsibilities and the objectives of the 
procedures which they are expected to perform. This section gives a 
general indication of the respective responsibilities of partners and 
audit staff. The degree of supervision required and the extent to 
which responsibilities may be delegated will depend on the size and 
complexity of the assignment and on the experience and proficiency 
of the audit staff. 

Engagement Partner 

2.1 The engagement partner has responsibility for all services 
provided to the client. He has a general duty to keep up to date with 
audit, accounting and tax matters and to maintain a knowledge of the 
particular industry in which the client operates. This enables him to 
assess the practical effect of new developments on the individual 
client. 

2.2 The engagement partner is also responsible for monitoring 
changes in the client’s circumstances (e.g. in ownership, management, 
directors, financial position, nature of operation.s) to ensure that no 
conditions have arisen which would have caused the firm to refuse 
appointment, had such conditions existed at the time of initial 
acceptance. 

2.3 It is for the engagement partner to establish the scope and 
objectives of the firm’s engagement (in a letter of engagement), to 
review these regularly and to discuss additional services with the 
client. 

2.4 In most cases the engagement partner will also be the audit 
partner and the expressions are used synonymously in this manual. 
The audit partner is responsible to his fellow partners for the firm’s 
report on the financial statements. He needs to be satisfied that the 
work on each audit is being performed to an acceptable standard. He 
will approve the planning of the audit and review the audit files and 
financial statements to ensure that the audit evidence obtained is 
sufficient to enable the firm to express an audit opinion. 

2.5 His responsibilites include the following: 

• to maintain regular contact with the client 
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• to approve the general and detailed audit strategy 

• to approve budgets and the assignment of appropriate staff to the 
audit team 

• to review the work of the audit manager and to assess his 
performance 

• to ensure that objectivity is maintained unimpaired 

• to discuss and resolve points of contention, seeking appropriate 
specialist advice where necessary 

• to approve management letters and post audit letters sent to the 
client 

• to approve the audit fee. 

Review Partner 

3.1 For the audit of companies whose shares are publicly traded 
and for certain other major clients, a second partner, or review 
partner, is involved. He is responsible for providing the audit partner 
with an objective review of the financial statements and the points on 
accounts before the audit report is signed, and a second opinion on 
major matters arising from the annual audit and on other 
professional matters arising during the year. In addition, the second 
partner provides the client with a back-up service at partner level. 

3.2 The review partner will not normally become involved in a 
detailed examination of the working papers. The intention is not to 
duplicate effort but to produce an informed and objective opinion on 
material matters and on sensitive audit and accounting problems. In 
his review, his stance will be that of a potential user of the financial 
statements. 

Audit Manager 

4.1 The audit manager is responsible to the engagement partner for 
the satisfactory completion of the audit work. This requires that the 
work be carried out to acceptable standards in accordance with the 
firm’s procedures and within budgeted cost and time limits. 

4.2 In order to achieve this overall objective the audit manager will 
normally be responsible for: 

• deciding on the nature and scope of the work to be carried out and 
preparing an audit planning memorandum and budget, to be 
approved by the engagement partner. In certain cases, some or all 
of the planning functions may be delegated 

• agreeing the audit timetable with the client and making 
arrangements for travel, hotels and accommodation at the client’s 
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offices 

• selecting (in conjunction with the audit group manager—see 
paragraph 5.1 below) audit staff who have appropriate training, 
experience and proficiency 

• ensuring that staff are adequately briefed about the client’s affairs, 
the nature of the business and the audit strategy 

• supervising the programme of work by paying regular visits and 
providing audit staff with technical advice and any on-the-job 
training required 

• reviewing the work of the audit senior and assessing and reporting 
on his performance. The audit manager should monitor the 
supervision of students’work by senior staff and ensure that senior 
staff have in turn reported on students’ work 

• liaising with the tax department and other specialist groups, 
departments or offices involved in the audit 

• making appropriate note of matters which should be brought to 
the partner’s attention. Major audit points should be discussed in 
good time with the client and engagement partner 

• keeping the engagement partner informed of all significant 
developments during the course of the audit 

• keeping the audit group manager informed of progress on each 
audit, staff progress and any changes in staff requirements 

• ensuring that the firm’s consultation procedures (e.g. second 
partner review, qualified reports) are followed, where applicable 

• ensuring that the firm’s completion procedures (see Chapter 11) 
are carried out, 

4.3 In addition to his responsibilities with regard to each annual 

audit, the audit manager is responsible for maintaining the continuity 

of relationship with the client from year to year. In particular, he 

should: 

• keep up to date with the major developments in the client’s 
industry 

• anticipate the effects of new legislation and other technical 
developments, and discuss these with the client where appropriate 

• respond promptly to any communication from the client 

• report to the engagement partner any important developments, 
correspondence or discussion with the client. 

Audit Group Manager 

5.1 The audit group manager’s responsibility is to ensure: 
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• that staff with the appropriate training, experience and 
proficiency are available for the audit 

• that the allocation of work within the group between the audit 
managers is such that each manager has sufficient time to carry out 
his duties on each audit 

• that the firm’s audit procedures are properly understood and 
operated within the group. 

The audit group manager also has other administrative 
responsibilities. 

Audit Senior 

6.1 The audit senior is appointed by the audit manager to control 
the day-to-day running of the audit. He is responsible, inter alia, for; 

• assisting the audit partner and manager in planning the audit 

• preparing a detailed audit programme as directed by the audit 
manager 

• ensuring that the audit work is carried out as planned 

• specifying the work to be carried out by staff reporting to him and 
ensuring that they understand and are capable of carrying out the 
work 

• providing audit staff with adequate technical support and on-the- 
job training 

• keeping the audit manager informed of any technical or 
administrative difficulty ansingduring the course of the audit, and 
of the progress of the audit compared with the planned timetable 
and budgeted costs 

• keeping the audit staff informed of the overall progress of the audit 

• reviewing the work of staff reporting to him and assessing their 
performance in formal reports 

• ensuring that all audit work is completed in good time and that the 
results of the work adequately support the conclusions drawn 

• organising the working papers in a form that facilitates review and 
answering and following up partner or manager review points. 

6.2 As the member in charge of the audit team at the client's 
premises, the senior is responsible for maintaining a good working 
relationship with the client’s employees. 

Audit assistant 

7.1 An audit assistant is responsible for carrying out the work given 
to him by the senior. In order to do so he must understand clearly the 
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objectives of the work he is expected to perform and the degree of 
detail and level of materiality to which he should work. 

7.2 In particular he should; 

• ensure by discussion with the senior that he has all the necessary 
background information concerning the assignment 

• review the relevant sections of the permanent notes and the 
previous year’s audit files and, when assigned a particular task for 
the first time, re-read the relevant sections of the audit manual 

• be aware of the time budgeted for the task given to him and record 
the actual time taken 

• keep the audit senior informed of his progress with the task given 
to him 

• record and bring promptly to the senior’s attention any significant 
discrepancy he might find 

• ensure that review points are adequately answered. 

Ojent Rei.ations 

8.1 Good client relations create a better working environment and 
will increase the efficiency with which the audit can be performed. All 
members of the audit team at the client’s premises should consider the 
following: 

• key client personnel should be regularly informed of current and 
planned audit activities and of any special requests the audit team 
may have 

• interference with the client’s daily routine should be kept to a 
minimum 

• adequate documentation should be kept so that needless or 
repetitious questioning of client employees is avoided. For 
instance, where an audit step requires the confirmation of an 
already documented system, the audit staff should indicate that 
they are seeking to identify only subsequent changes in that 
system. 

8.2 The audit team should adopt the client’s working hours and 
observe his rules governing general office routines. 

8.3 All members of the audit team should take a genuine interest in 
the client’s operations and in being of service to the client. They 
should develop an awareness of the needs of the client and the many 
services offered by the firm, and suggest to the engagement partner or 
audit manager, any ways in which the firm can be of further 
assistance. 
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SPECIMEN PLANNING MEMORANDUM 


Planning Memorandum 

Prepared byi 

Approved 

Schedule No. 


A.C.A. 

i 

by partner 
PE.1. 



Date 

Date 



15 10 84 

22.10.84 

3.2 


Updated Approved 

for final by partner 

by 

Date Date 

Senior: 

A.C.A. 

Comments on the following matters have been 
made in the paiagraphs attached to this schedule. Pre-Audit 

I. BACKGROUND Para reference Para reference 


Pre-final 

Update 


Year end 

3I.I2.S4 

Reviewed for 
action by 

Date 


CLIENT 

SPONDULIX (PROCESS) LTD. 
Manager (Audit) : F.C A. 

(Tax) ; A.T.1.1 


1 I Changes in the nature or scale of business. 

!.2 Changes in the group structure or company 
management organisation. 

1.3 Changes in contacts at the client 

(note contacts if audit stajf are new to client). 

1.4 Involvement of other professional firms. 

1.5 Effect of any changes in law, accounting 
standards or procedures. 

1.6 Major changes in accounting systems/ 
accounting machines. 

1.7 Details of likely transactions with known 
related parties. 

1.8 Any other information relevant to the business 
(such as particular industrial conditions, 
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Planning Memorandum (continued) 


Pre-Audit 


Pre-final 

Update 


Para reference 


Para reference 


press comment on the company or industry and 
new products). 


2 roiNTS FORWARD 

2.1 Management letter points-problems high¬ 
lighted last year and audit action 
suggested. 

2.2 Points on account-problems encountered in 
previous years and suggested action/solution 

2.3 Points earned forward from previous 
year-suggested action. 

2.4 Changes in or new important agreement.s. 

2.5 Requests Irom client (for example, 
examination of a particular area). 

2.6 Current tax position (after discussion with 
tax manager). 


) 

) 

) 2.1 
) 

) 

) 

None 

None 


2.2 


3. ADMINISTRATION 

3.1 Budget (or interim budget). 

3.2 Staffing structure. 

3.3 Degree of client assistance. 

3.4 Timetable/critical dates. 

4. GENERAL AUDIT STRATEGY 

4.1 Level of planning materiality and minimum 
level for noting errors on errors 

and omissions form. 

4.2 Required overall level of audit as.surance. 


Attached 

3.1 

3.2 

3.3 

4.1-4.4 

4.5 
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Planning Memorandum (conmwed) 






Pre-Audit 

Pre-final 

Update 


Para reference 

Para reference 

Indicate any areas of particularly high risk. 

4.3 General level ol reliance on internal control. 

4 4 General level of reliance on analytical review 

4.6-4 7 

4.8-4.9 

4.10-4.13 



4.5 Plarticuiar inter-relationships which may 
allect the audit approach. Indicate 
whether there are any audit areas which 
are unusually dependent on the audit work 
carried out in other area\. 

5 AUDIT STRATKOY BY MAJOR AREA 
For each major area of the audit, specify 
(a) mam and subsidiary audit ohfectives, 
if different from those cm the file 
divider; 

(h) how the required assurance will he 
derived from internal lontrol. 
analytical review and substantive 
testing, 

(c) outline of the main compliance and 
substantive tests, giving proposed 
sample sizes; 

(d) liming of carrying out tests 

The major areas covered in this 
memorandum are amend headings as 
appropriate 


5 I Machines. 


Audit approach 

5.1-5.6 

Audit objectives 

5.7 

Detailed tests 

5.8 

5 2 Service and spares 

6 

Sales/income 

6 1 

Cost of sales/purchases/overheads 

6.2 

5.3 Stocks 

6.3 


5.4 Payroll 
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Planning Memorandum (continued) 


Pre-Audit Pre-final 

Update 

Para rclcicncc Para refcrenie 


5.5 Creditors 

5 6 Fixed assets 

5 7 Stocks 

5.8 Debtors 

5.9 Cash 






Considered 

above 






• not covered in this illustration 


SPONDULIX (PROCESS) LIMITED 

PLANNING MEMORANDUM-AUDIT FOR THE YEAR 
ENDED 31 DECEMBER 1984 

COMMENTS-PRE AUDIT 

I BACKGROUND 
Changes In The Business 

1.1 The company formerly sold two ranges of machines; 

The “DB18” range manufactured at the Sprout Limited factory 
in Wales 

The “DK240” range manufactured by the Sprout A.G. factory 
in Munich. 

1.2 Following the closure of the factory in Wales in December 1983, 
the “DBI8” range has now been discontinued and few of these 
machines remain in stock. The plastics processing industry is going 
through a heavy slump at the moment and exceptionally large 
provisions were made against stocks as at 31st December 1983. I 
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understand that some of these provisions are now being released, but 
the position remains bleak despite a recent upturn in business. 

1.3 Spondulix and Expound, its fellow UK subsidiary, share 
accounting and warehouse premises at Watford and Hemel 
Hempstead respectively, with Spondulix taking the initial financial 
responsibility for the former and Expound for the latter, although a 
complicated system of recharges operates. Formerly, the accounts 
staff were shared between the two companies, but following the death 
of the former Chief Accountant in March, the accounting functions 
have now been split. 

CONTAC1 .s 

1.4 Our main contacts at the client are: 

J. Wood—Managing Director; not to be contacted lor routine 
matters. 

D. Smith—Chief Aceountant (new--.see above): seems 
helpful -probably the best person to approach in the first 
instance. 

iNVOLVIiMEN I OF Ol HER PROFESSIONAL F^RMS 

1.5 Expound Limited is audited by Smith, Jones and Company in 
June, but our contact with them is negligible. Our access to the 
records of Expound is restricted, but we nevertheless attempt to 
clarify the recharges. 

Relaied Party Transaciions 

1.6 Mrs. S. Pound’s interest in Expound may require a note in the 
accounts because of the informal cost-sharing agreements. We will 
need to consult the Technical Department on this. 

Other Information 

1.7 As mentioned in 1.2 above, the plastics processing industry is in 
the mid.st of a major slump. This must be borne in mind during the 
audit. In particular, whilst it is unlikely that the going cqjiccrn basis 
needs to be called into question, we must take careful note of all 
relevant information and be aware of the problem. Clearly, wc will 
again need to review stock provisions carefully. 

1.8 There will be no dividend. 

2 POINTS FORWARD 

2.1 The bought ledger control account has not been reconciled since 
April. D. Smith has undertaken to do this as at September so that it 
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can be checked at the interim. I do not expect any difficulties here. 

2.2 All tax computations have been agreed, up to and including last 
year’s. Further guidance will be given on tax after a separate tax 
planning meeting to be held closer to the year end. 

3 ADMINISTRATION 

3.1 There is no serious problem with staff continuity. 

• Seniors (ACA and DS) have both been to the client several times 

• Grade 6 (N. Watt) has not (borrowed from another group for final 
only) 

• Grade 7 (A. C. Lot) is on both the interim and final though he has 
not been to the client before. 

3.2 The client is anxious to contain costs and we have agreed to 
investigate the possibility of their staff locating the purchase invoices 
and goods return notes for items we select lor testing. 

3.3 The interim audit will commence on 2nd November and will run 
for two weeks. P.E.l. will visit on 12th November. 

4 GENERAL AUDIT STRATEGY 
4.1 Planning materiality 

The key figures for recent periods are: (Figures in Rs. ’(XK)) 




1984 

1983 

1982 

1981 



(estimate 

at 

.'10/9/84) 




Sales (excl. group) 

Machines 

2,800 

2,903 

2,948 

2.716 


Spare.s/Service 

3,100 

3,022 

3,323 

2,924 


Other 

200 

140 

123 

110 



6,100 

6,065 

6,394 

5,750 

Gross Margin 

Machines 

12.5% 

12 2% 

11.6% 

11.7% 

(pre writedown) 

Spares/Service 

.35.5% 

35.7% 

35.8% 

36.4% 

Pre-tax profit 


50 

48 

191 

307 

Net assets 


820 

785 

793 

774 

4.2 Profits are 

reasonably steady but very 

depressed; 1 

suggest 


materiality is based on turnover. Using the current estimates, 
planning materiality should be provisionally set at Rs. 40,000. 

4.3 There are usually a fair number of small errors on this audit. 1 
suggest that errors and omissions greater than Rs. 2,000 
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(approximately 5% of planning materiality) should be recorded on 
the errors summary form. 

4.4 I understand that the figures for 1984 will not be very different 
from last year. I will confirm this on arrival. 

Overall Assurance 

4.5 The strong influence of the holding company ensures a prudent 
approach to financial reporting. Despite the loss of the Chief 
Accountant and the continuing depressed level of profits, I would 
suggest that there is no abnormal audit risk at this client and an 
overall reliability factor of 2.3 would be appropriate. 

General Level oe Reliance on Internal Control 

4.6 Our previous assessments have indicated an effective system 
operated by competent staff Despite the small numbers involved, 
strict procedures are imposed by Sprout A.G., the German parent 
company. 

4.7 The main audit area where we rely on internal control is service 
and spares sales, in other areas, though we are satisfied adequate 
controls operate, there is not sufficient evidence to enable formal 
compliance testing to be carried out. 

General Level oe Reliance on Analytical Review 

4.8 The scale of the client’s management information sy.vtem means 
that analytical review must be limited to specific areas. However, we 
have always found that the available information is accurate and well 
presented and that, where applicable, analytical review has been a 
cost-effective exercise. 

4.9 The company prepares monthly management accounts which 
are useful for establishing margins. The client insures its debts and, in 
order to comply with the policy conditions, has to produce quarterly 
analyses of debtors. These provide a good basis for our work on this 
area. 

Particular Features oe i he Business Aei i cmnc, Audit 
Approach 

4.10 The trade splits into two distinct areas which both make 
roughly equal contributions to sales income: 

(i) Machines—low volume: about 80-120 sales per year 

(ii) Spares and service. 

4.11 Our audit approach leflects this split. Thus for the machines 
the work on sales and cost of sales is carried out on the stock section. 
This integrated approach is effective due to the low volumes and the 
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fact that machines are generally purchased to order only. This allows 
us to review individual purchases and check whether they are in stock 
or included in sales. 

4.12 This integrated approach is not appropriate for the spares and 
servicing side where we consider the following areas separately: 
Sales/Income; Cost of Sales/Purchases/Overheads; and Stock. 

4.13 Our approach is also affected by the haphazard development 
of the accounting system. Whilst a Systime minicomputer is now used 
for the spares stock control, we understand that computerisation of 
the remaining areas has been delayed. The other records are thus still 
manually prepared apart from the sales ledger and the payroll which 
are handled by a computer bureau. 

AUDIT STRATEGY BY MAJOR AREA 

5 MACHINES 

5.1 We adopt an integrated approach to Sales, Cost of Sales and 
Stock, since machines arc generally purchased only against customer 
orders. Our main objective therefore is to ensure that all purchases 
are accounted for as between sales and stock. 

5.2 Machines are brought from Germany at prices set annually by 
them (there is little we can do to audit transfer pricing arrangements 
other than to ensure consistency of application of standard price). 
Each machine bought/sold is allocated a “deal” number. 

5.3 Last year’s slock figures were: 

Rs. ’000 

Gross 587 

Obsolescence provision re discontinued 

machines from Wales 259 

Net 328 

I estimate a gross figure of Rs. 300k for this year. 

5.4 Stocks usually consist of about 8 machines at Hemel 
Hempstead to cover the range for demonstration and immediate sale. 
Additional machines may be on loan to potential customers or on 
show at trade fairs ^t the interim stage we should ascertain whether 
any machines will be on show at the year end and make arrangements 
for their verification. 

5.5 Our approach is wholly substantive because of the low volume 
of transactions. Even though we could gain some comfort from 



PLANNING. CONTROL AND RECORDING 


59 


internal control and analytical review, this would not be sufficient to 
allow us to reduce our tests of all machine deals. 

5.6 Care is required when considering whether, for accounting 
purposes, a machine has been sold. We have asked the client to 
consider obtaining a commissioning certificate when a machine has 
been satisfactorily installed. However, they have not yet implemented 
such a system. We should therefore check all December despatches 
for correct treatment. The commissioning dates of these despatches 
should be checked with Mr. Green (Technical Manager). 

5.7 The audit objectives for this section are: 

(i) all machine purcha.se invoices represent machines actually 
received 

(ii) all machines purchased or in opening stock are included in either 
sales or closing stock but not both 

(iii) all machines in closing stock exist and are valued at the lower of 
cost and net realisable value 

(iv) all machines sales arc included in turnover. 

No specific tests are required for objective (i), as any error would be 
detected either as an error under objective (ii), or as a non-existent 
item in closing stock, or, if a fictitious .sales invoice had aLso been 
raised, in our debtors’ circularisation. 

Similarly objective (iv) is achieved indirectly through meeting 
objectives (i) and (ii)and agreeing the inter-company balance with 
Sprout A.G. (which confirms that all purchases are recorded), 
together with cut-off tests on sales. 

5.8 The main tests relating to these objectives are: 

(i) Trace opening stocks and purchase deals in the year (from the 
purchases account in the nominal ledger) to sales or closing 
stocks. The majority of deals can be checked at the interim stage. 

(ii) Physically verify .stocks at year end, obtain certificates for 
machines on loan to potential customers, and check cost to 
invoices or last year’s file. 

(iii) ITie state of the market causes NRV problems (severe last view 
of machines taken over from Wales). This area will require 
careful consideration at the final. 

(iv) Sales cut-off tests (see paragraph 5.6 above). 

6 SERVICE AND SPARES 

6.1 Sales/Income 

6.1.1 Our objective is to detect any material understatement of 
sales. 
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6.1.2 A provisional reliability factor of 1.0 should be assigned to 
internal control. Internal control procedures have been identified on 
the ICASEs for the following control objectives: 

(i) Job sheets are raised for all service orders. 

(ii) All materials issued, service labour (and other expenses where 
applicable) are recorded on job sheets. 

(iii) Invoices are accurately prepared for all job sheets. 

(iv) Invoices are completely and accurately posted to the nominal 
ledger. 

The compliance tests are to be carried out at the interim stage. I do 
not propose to extend them at the final (although we will check that 
the system has not changed). 

6.1.3 1 suggested that we assign a provisional reliability factor of 0.7 
to analytical review. ITie elements of service income are labour and 
parts. I suggest the following procedures. The first 9 months will be 
covered at the interim and the last quarter at the final. 

(i) Labour: a comparison between monthly labour charged 
(extracted from the nominal ledger account) and wages, taking 
the following into account: 

• there are only a small number of service engineers (8 last year) 

• charge rates equate to about 2 !/ 2 -.l times hourly wage rates 

• the client works on the basis that hours booked to job sheets will be 
approximately 70% of total hours. 

These assumptions should be confirmed and obvious variances are 
best explained by Mr. Peters (Service Manager). 

(ii) Parts: margins are high, though fairly static. This is because 
customers having bought machines are “locked” into the 
authorised dealers service. The computerisation of the stock 
system is of great help here; by applying the standard margins to 
the monthly product issue analysis, we can “predict” sales 
income. It should be noted that margins vary considerably with 
product group. Estimated margins for product groupings should 
be calculated from the standard price lists. 

6.1.4 Our representative substantive test is to select a sample of jobs 
from the customer service log, and then to trace the job sheet, copy 
invoice and postings. 

6.1.5 The customer service log provides a non-monetary 
population (i.e. there is no value ascribed to each job in the log) and 
very little in the way of other indications of value. We are not going to 
be able to spot high-value jobs. 
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6.1.6 The sample size will therefore have to be a little higher than 
our usual formula would suggest. On the basis of the current 
estimates of sales and a provisional reliability factor of 0.6 for the test, 
we should sample 70 items I suggest that we test 55 at the interim. 

6.2 Cost of Sales/Purchases/Overheads 

6.2.1 Our objective here is to ensure that these items are not 
overstated. 

6.2.2 Cost of sales comprises parts and service labour. Service, 
labour costs are considered with payroll. Overheads are considered 
with cost of sales, since these are recorded in the daily “debit listings” 
(purchase day book) along with stock purchases, and invoices are all 
filed in the same “Payments Files". 

6.2.3 1 suggest that internal control is assigned a provisional 
reliability of factor 0.5. Application controls are well evidenced but 
with the changes in allocation of duties in March (and the new Chief 
Accountant and two staff), 1 do not propose any full scale compliance 
testing. 

6.2.4 Substantive testing should be limited to stock purchases since 
we have always found that analytical review of overheads, e.g, travel 
and administration costs, has provided us with sufficient evidence. 1 
suggest that, at the interim, a sample of 45 items (see workings on 
section K) should be selected from the “debit listings" and checked to 
the invoices and delivery notes, with a further 15 at the final. I suggest 
we should pick all items over Rs. 15,000 and the balance at random. 

6.2.5 No reliability factor will be assigned to other substantive 
testing such as stock cut-off as the scope of this work is not 
sufficiently wide. 

6.3 Stocks 

6.3.1 These should be tested for both understatement and 
overstatement. 

The key figures are: 



1984 

1983 


estimate 



Rs. WO 

Rs. X)00 

Gross 

900 

1,035 

Obsolescence provisions 

300 

215 

Net 

600 

820 



ftw ^ tmt ; *>>0 ■ attg 
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6.3.2 There is a higher percentage write-down this year as a result of 
high stocks last year. We expressed some reservation last year about 
the lack of provision against the Wales stocks that were transferred to 
Hemel Hempstead. The client has now accepted our point and 
identified all stocks which have not “moved” over the last 2 years. 
These are to be written off at the >ear end. 

6.3.3 The Systime computer provides a continuous stock record 
which is the basis for the year end quantities. Phased physical counts 
by the stock “auditor” are used to confirm the accuracy of the records 
supplemented by a 1 in 25 count at the year end. This count is carried 
out in both directions, i.e. from stock to records and vice versa. 

6.3.4 I have not yet assigned any reliability factors. As regards 
internal control the following control objectives have been identified: 

(i) Physical stocks are in accordance with computer records. 

(ii) All stock movements (receipts, issues and “stock auditor's” 
adjustments) are reflected in the stock records. 

ICASE’s will be prepared at the interim, following the installation 
review, and the audit approach decided upon them. 

6.3.5 Substantive testing will include the following work: 

(i) Quantities: Attendance at year end 1-in-25 count. Sample 
counts of items selected and not selected by client. 

(ii) Cut-Off: Normal tests of receipts and issue pre and post year 
end. Review of cut-off procedures at year end count. 

(iii) Valuation: The computer programme values stock at average price. 
We test whether this equate.s to FIFO on a sample basis. In the 
past the difference has never been greater than ±2% of the FIFO 
cost. 

(iv) Net Realisable Value: See Analytical Review (below). 

6.3.6 Analytical review work will be concentrated on the NRV 
problem. In view of the large write-offs last year and projected for this 
year, we intend to ascertain the age of the stock and establish slow- 
moving items and overstocking. This will be used to check the client’s 
stock valuation and policy on NRV. 



CHAPTER 4 


THE CLIENT’S ACCOUNTING SYSTEMS 



Paragraph 

1 Introduction 

2 Recording the system 


System summary 

2.6 

Detailed system notes 

2.8 

3 Walk-through 


4 Assessing the adequacy of the system 

5 Ljegal requirements 


Form of accounting records 

5.8 

Companies Act 

5.9 

Admissibility in evidence 

5.10 

Audit implications of microfilming 

5.II 

Appendices 


4.1 - Flowcharting symbols 

4.2 Specimen Flow Chart 



I INTRODUCTION 

1.1 Paragraph 3 of the Auditing Standard “The auditor’s 
operational standard” issued by ICAEW states: 

“The auditor should ascertain the enterprise’s system of recording 
and processing transactions and assess its adequacy as a basis for the 
preparation of financial statements." 

1.2 In addition, if we are of the opinion that proper accounting 
records have not been kept by the company, we are required by 
section 227 of the Companies Act 1956 to state this in our audit 
report. 

1.3 This chapter deals in turn with: 

• the ascertainment and documentation of the client’s accounting 
system 

• the assessment of the adequacy of the accounting system as a basis 
for the preparation of financial statements 

• the assessment of whether or not proper accounting records have 
been kept as required by statute. 

1.4 Our documentation of the accounting system serves a number 
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of purposes beyond simply enabling us to assess the adequacies of the 
system. The most important of these is to enable us to identify and 
evaluate internal controls with a view to assessing the degree of audit 
assurance we may derive from them (evaluation of internal controls is 
considered in Chapter 8). 

1.5 Our records of the accounting system will also help us to: 

• plan our substantive tests 

• identify weaknesses in and suggest improvements to the client's 
accounting system 

• assess, particularly in the case of small companies, whether or not 
we require the directors to give assurances that all the company's 
transactions have been reflected in the accounting records (and 
whether the directors are in a position to give such assurances). 

2 RECORDING THE SYSTEM 

2.1 The client’s accounts can be regarded as a summary of the 
economic effects of transactions between the client entity and others. 
Our record of the accounting system should show how: 

• transactions are authorised before being allowed to proceed 

• an external event or document triggers off the raising of the initial 
record in the system 

• the client ensures that all transactions are captured by the system 

• the initial records are translated into monetary terms and how the 
client ensures that this is done accurately 

• these records are processed (usually, that is, summarised and 
posted to the nominal and subsidiary ledgers) 

• the client creates and maintains standing data (e.g. price lists, wage 
rates, discounts and addresses) used in processing transactions 

• the client ensures that information is not lost or corrupted during 
processing 

• the client safeguards the accounting records and the assets of the 
business. 

2.2 Only in rare cases will a transaction be completed and 
processed instantaneously; at any accounting date partially processed 
transactions will exist which will need to be matched with the correct 
accounting period. We therefore also need to record the client’s year- 
end accounting procedures, in particular those that are carried out to 
ensure the completeness, accuracy and validity of the records as of 
that date. 

2.3 For the purpose of documenting the client’s accounting 
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procedures, we analyse the accounting system into sub-systems 
reflecting the major categories of transaction. For a typical 
manufacturing or commercial client these will comprise principally: 

• the purchases or expenditure cycle 

• wages and salaries 

• stock (and work in progress) 

• the sales or revenue cycle. 

2.4 Areas of the accounting system which form an immaterial part 
of the client's business, for instance petty cash, should not be the 
subject of detailed enquiry and documentation. Narrative notes 
outlining the system are sufficient for these areas. 

2.5 Our record of each major area of the client's accounting sytem 
will comprise: 

• a system summary and 

• detailed system notes, comprising flowcharts, narrative notes and 
computer process analyses (if applicable). 

These are now briefly considered in turn. 

System summary 

2.6 A system summary should be prepared for each area of the 
accounting system and should contain background information 
pertinent to our audit work and with which audit staff must be 
familiar if an effective audit is to be carried out. This includes: 

• details of the departments involved in the particular accounting 
system, of personnel within the departments and their respective 
responsibilities in the processing and review of transactions and 
the maintenance of accounting records; 

• a brief description of the accounting methods and equipment used. 

• the types of transaction processed through the system. A payroll 
system, for example, may contain a combination of weekly paid 
employees, hourly paid employees and employees paid on a bonus 
or a piece-work basis. The distinctive features applicable to each 
transaction type should be noted briefly; 

• volumes and values of transactions—when assessing internal 
control and efficiency we must be able to see the different 
procedures in perspective. In addition, knowledge of the volumes 
involved will aid in assessing the materiality of any weakness in 
accounting procedures and in making practical suggestions for 
improvement. The sort of information that might be recorded for 
a sales system, for example, includes: 
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—monthly volume and value of sales, orders, sales invoices, 
deliveries, units delivered, credit notes and cash receipts 
—total number of customers 

—annual turnover analysed both between products and between 
principal customers. 

2.7 Care should be taken not to duplicate information on the 
history and nature of the business contained in section 3 of the 
permanent notes. 

Detailed system notes 

2.8 The main record of detailed systems is diagrammatic. The firm 
should use a standardised method to flowchart accounting systems 
which records the flow of accounting documents and information 
from source to destination. Flowcharts eliminate much of the written 
description of procedures, avoiding the problems of poorly 
structured or verbose narrative. 

2.9 The essence of a flowchart is clarity. Excessive detail can and 
should be avoided. Necessary detail can be relegated to a 
supplementary flowchart or supporting notes. 

2.10 Before flowcharting can begin, the sources of information 
about the system must be ascertained. We should obtain an 
organi.sation chart showing the principal departments * and 
management structure. Interviews with departmental managers will 
normally provide an overview of systems, with details coming from 
clerical staff. Some clients will have a manual of procedures; if this is 
sufficiently detailed, our work will be limited to verifying its accuracy 
and placing a copy on the permanent notes file. 

2.11 A rough flowchart should be drawn of each system prior to 
producing the final version. This draft is reviewed to ensure that the 
layout is coherent and contents complete. 

2.12 Each flowchart should be clearly headed to identify the system 
depicted. More complex systems may be sub-divided; for example, 
purchases may be separated into ordering, goods inwards, purchase 
ledger updating and payments, each flowchart being cross-referenced 
to the next, 

2.13 Standard flowcharting symbols (reproduced in Appendix 4.1) 
should be used to enable any member of staff easily to understand a 
flowchart. If there is any need for additional symbols a key should be 
given. Abbreviations, for example of accounting records, should also 
be explained. 
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2.14 An appreciation of flowcharting may be gained by studying 
the specimen flowchart in Appendix 4.2. Certain flowcharting 
conventions are explained below. 

2.15 The flowchart is analysed into departments (or personnel) 
involved by heading each section of the flowchart with its name and 
showing all its functions beneath that heading: 


BUYING DEPT. ACCOUNTS 


2.16 The starting point of each major document flow is indicated by 
an arrow at the top of the flowchart, each arrow being numbered in 
chronological order of flow commencement: 



2.17 The point at w hich a document is raised is indicated by shading 
the bottom right hand comer of the symbol for the document: 


PR J 


2.18 Multi-part documents are depicted by drawing one behind the 
other, numbering each copy: 


_ 


PO ' 


The destination of each copy should be given, although where this is 
unimportant, details are not required: 

To sales 
analysis dept. 

2.19 Each document is re-drawn together with its identifying letters 
and number in each department to which it is sent. 


INV-* 


220 Solid lines indicate a document How; broken lines indicate a 
flow of information: 
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221 Photocopies of documents are indicated by dotted lines: 



222 All accounting records and files are numbered in the sequence 
in which they are used in the system. This helps to ensure that, in 
future walk-throughs (see paragraph 3.1 et seq below), all records and 
files are identified. 

223 Our record of a client's accounting system extends beyond 
charting the documents and transfers of information. The associated 
procedures and controls must also be identified so that we have all the 
details necessary for our subsequent assessment of the system. For 
example, when documents are shown as matched, it is important to 
know precisely which items on those documents are compared; 
similarly, when a cheque is signed, to know exactly which documents 
the cheque signatory reviews. We should also note whether functions 
are checked by another member of staff and what happens when key 
staff members are absent on holiday or through illness. 

224 Supplementary notes should not appear on the face of the 
flowchart but should be cross-referenced to separate pages by means 
of ringed letter: A. 

2.25 Functions performed by computer programmes are reported on 
Computer Process Analysis forms (C.P. A.’s), an example of which is 
given in Appendix 4.2. Each C.P. A, should be cross-referenced to the 
relevant system flowchart(s) so that its place within the system is 
clearly identifiable. 

226 A separate C.P.A should be used for each computerised 
accounting process. It should indicate diagrammatically the form of 
input ard output together with all relevant files used in the process 
described. 

227 In addition, the C.P.A. should explain verbally the accounting 
procedures which the computer carries out and the nature of any 
checks performed by the computer. Checking procedures should be 
analysed between those for the completeness, those for accuracy and 
those for authorisation. 

228 A computer file summary which describes the contents of the 
principal files included on the C.P.A. and assists in the understanding 
of the logic of computer processing should be maintained. 

229 A diagrammatic summary of the organisation of computer 
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processing should also be maintained, particularly for more complex 
systems where a detailed understanding of the logic of computer 
processing is fundamental to gaining an understanding of such a 
system. Its format will vary with the type of system and nature of 
processing. 

230 Specimen copies oftheclient’s forms and documents should be 
requested if they are considered important to a proper understanding 
of the system. These should be clearly marked “specimen” and should 
be cross-referenced to the relevant flowchart(s). 

231 Specimen signatures and initials should be obtained from all 
persons in positions of authority and the exact nature of that person’s 
authority should be slated. 

3 WALK-THROUGH 

3.1 Once the recording of an accounting system has been 
completed, we should confirm that our documentation is an accurate 
record of the system. This confirmatory process is known as a “walk¬ 
through”. It is important that a disproportionate amount of time is 
not spent in this area; the subsequent audit work will, indirectly, 
provide additional confirmation of the accuracy of the 
documentation. 

3.2 I he walk-through is carried out on a new audit after the 
documentation has been drafted for the first time and, on a 
continuing audit, after it has been reviewed and amended as 
necessary. 

33 The walk-through should be carried out as follows: 

• select a document initiating an accounting transaction (e.g. a 
customer order or purchase requisition) from permanent files and 
trace it through the document flow to the entries in the accounting 
records 

• where accounting entries are accumulated and posted to the 
accounting records only in total, examine evidence of the totalling 
procedures (such as pre-lists or backing sheets from accounting 
machines which include the transactions selected in the first test 
above)^ check the postings 

• scrutinise files or printouts thereof to check that they exist and that 
they contain the relevant documents; check the method of filing 
(i.e. numerical order, alphabetical order, etc.) 

• examine evidence of control procedures or observe them in 
operation 
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• observe the input of data; if necessary, with the client's agreement 
make deliberate errors on input to confirm the validation 
procedures described in our system notes 

• scrutinise hard copy output; is its existence and content consistent 
with our notes of programmed procedures? 

3A The walk-through is documented by noting, on a photocopy of 
the flowchart, the identifying number of the document (e.g. purchase 
requisition number) next to the file from which it was selected. Any 
permanent files or accounting records to which the document is 
traced should be ticked on the copied flowchart as evidence of the 
check. The identifying numbers of other documents in the chain of 
the transaction (e.g. the purchase order) should be noted next to the 
file to which they are traced. This procedure is repeated (e.g. for the 
goods received note) until the final document in the chain is traced 
(e.g. the purchase invoice). Our narrative notes should be verified in 
the course of this proced ure and the verification similarly recorded. If 
the walk-through discloses inaccuracies in the flowchart or notes, the 
originals should be amended. 

3.5 The number of transactions examined in a walk-through will 
vary according to our confidence in the client’s staff and the 
complexity of the system. The tracing through the system of one 
tran.saction only will often be sufficient. 

3.6 I hcre may be programme procedures which cannot be confirmed 
in the manner described above because there is no visible evidence ol 
their operation. In these circumstances we are left to rely solely on the 
client’s documentation to represent the system in operation. If these 
procedures are considered significant to the audit, we may need to 
employ computer assisted techniques (e.g. test packs or 
interrogations) in order to confirm their existence and operation. 
However these techniques would not be used merely to carry out the 
walk-through of the system; they would usually also form part of the 
main programme of compliance or substantive tests. 

4 ASSESSING THE ADEQUACY OF THE SYSTEM 

4.1 The Auditing Guideline “Accounting Systems” issued by 
ICAEW discusses the features of an adequate accounting system as 
follows; 

“An accounting system should provide for the orderly assembly 
of accounting information and appropriate analyses to enable 
financial statements to be prepared. What constitutes an 
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adequate accounting system will depend on the size, nature and 
complexity of the enterprise. In its simplest form, for a small 
business dealing primarily with cash sales and with only a few 
suppliers, the accounting system may only need to consist of an 
analysed cash-book and a list of unpaid invoices. In contrast, a 
company manufacturing several different products and 
operating through a number of dispersed locations may need a 
complex accounting system to enable information required for 
financial statements to be assembled. 

Depending upon the size and nature of the business eoncerned 
an aeeounting system will frequently need to ineorporate 
internal controls to provide assurance that: 

(a) all the transactions and other accounting information 
which should be recorded have in fact been recorded; 

(b) errors or irregularities in processing accounting 
information will become apparent; 

(c) assets and liabilities recorded in the accounting system 
exist and are recorded at the correct amounts.” 

42 Once we have ascertained and documented the client’s 
accounting system, we should be in a position to assess it. Our 
method of carrying out and recording this assessment will vary. In 
cases where we plan to rely on internal controls, or are required by the 
terms of our engagement to report on internal controls, this 
assessment will form part of the evaluation of internal controls 
recorded on Internal Control and Accounting System Evaluation 
(ICASE) schedules—see Chapters. In all other cases our main 
concern will be to identify weaknesses in and suggest improvements 
to the client’s accounting system. The method of recording such an 
assessment is left to the discretion of the audit manager. 

43 Clients may u.se an outside bureau rather than an in-house 
computer to process data. In these circumstances our audit effort 
should normally be directed towards recording the client’s 
procedures for controlling inputs to and outputs from the bureau, 
rather than the procedures and controls operating within the bureau 
itself. Some comfort can be drawn from the fact that the bureau is 
normally independent of the client. 

4A The firm will rarely consider a visit to the bureau itself to be 
necessary. Circumstances in which a visit might be required are 
where: 

• we have reason to doubt the competence of the bureau or 
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• we are unable, in the absence of a visit to the bureau, to place 
significant reliance on internal control and thus to avoid extensive 
substantive testing and unrealistically high sample sizes. 

5 LEGAL REQUIREMENTS 

5.1 We are required by section 227 of the Companies Act 1956 to 
carry out such investigations as will enable us to form an opinion as to 
whether proper accounting records have been kept by the company. 
52 The question of what accounting records need to be kept by a 
company is also dealt with in statute. 

Section 209 of the Act provides that, every company shall cause to 
be kept proper books of account with respect to — 

(a) all sums of money received and expended by the company and 
the matters in respect of which the receipt and expenditure take 
place; 

(b) all sales and purchases of goods by the company; 

(c) the assets and liabilities of the company; and 

(d) in the case of a company pertaining to any class of companies 
engaged in production, processing, manufacturing or mining 
activities, such particulars relating to utilisation of material or 
labour or to other items of cost as may be prescribed, if such class 
of companies is required by the Central Government to include 
such particulars in the books of account. 

The section further provides that proper books of account shall not 
be deemed to be kept with respect to the above matters, if there are 
not kept such books as are necessary to give a true and fair view of the 
state of the affairs of the company or branch office, as the case may 
be, and to explain its transactions. 

5J At each stage of the audit, therefore, the standard of the client’s 
accounting records should be reviewed in the context of the statutory 
requirements. The review should answer the following questions: 

(i) Do the records contain all the information which the law 
specifically requires? 

(ii) Are they sufficient to show and explain the company’s 
transactions? 

(iii) Are they adequate to prepare accounts which show a true and 
fair view? 

54 The records must include as a minimum: 

(i) cash book, containing entries on a day to day basis 

(ii) purchases/sales journals or some similar type of record 
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supported by invoices; detailed records are not required, 
however, for goods sold by way of ordinary retail trade 

(iii) year end stock summaries (prepared from stock .records or 
physical counts) together with statements of any stocktakings on 
which those summaries are based. Statements of stock counted 
on a cyclical basis during the year should be retained 

(iv) nominal ledger. 

5.5 As per the Manufacturing and Other Companies (Auditor’s 
Report) Order, 1975 issued under section 227(4A) of the Companies 
Act, 1956 the auditor is required to report, inter alia, 

1. whether the company is maintaining proper records to show full 
particulars, including quantitative details and situation of fixed 
as.sets; 

2. is the company maintaining reasonable records for the sale and 
disposal of realisable by-products and scraps where applicable 
and significant; 

3. where maintenance of cost records has been prescribed by the 
Central Government under section 209(l)(d) of the Companies 
Act. 1956, whether such accounts and records have been 
maintained; 

4 in the case of a sei-vice company, whether the company has a 
leasonable system of recording receipts, issues and consumption 
of materials and stores, commensurate with its size and nature of 
Its business and whether such system provides for a reasonable 
allocation of the materials and man-hours consumed to the 
relative jobs; 

5. in the case of a finance, investment, chit fund, nidhi or mutual 
benefit company: 

(a) whether adequate documents and records are maintained in a 
case where the company has granted loans and advances on 
the basis of security by way of pledge of shares, debentures 
and other similar securities; 

(b) if the company is dealing or trading in shares, securities, 
debentures and other investments whether proper records 
have been maintained of the transactions and contracts and 
whether timely entries have been made therein. 

5.6 Where it is considered that the company’s accounting records 
are in any way deficient, the matter should be discussed with the 
engagement partner before submitting our comments or 
recommendations in the letter of comment to the client. It is 
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important, however, to differentiate between those items which are 
merely suggestions for the improvement of the company's system and 
those which are changes required in order to bring the standard of the 
company's accounting records up to the legal minimum. In all cases 
where a qualification of our audit report might be considered 
necessary the consultation procedures set out in Chapter 12 should be 
followed. 

5.7 A conclusion should be drawn (on section M of the current 
audit file) as to whether proper accounting records have been kept by 
the company. 

Form of accounting records 

5.8 There are other legal and commercial considerations affecting 
the form in which accounting records should be kept; for example, 
the use of computer storage media or microfilm. 1 he points are dealt 
with below under the following headings; 

• Companies Act 

• Admissibility in evidence 

• Audit implications of microfilming 

5.9 Companies Act 

5.9.1 Whatever the form in which records are keot, it must also 
be such as to allow inspection by the directors of the company 
(section 209(4)). There is also the requirement (section 227(1)) to 
allow the auditors access at all times to the books and accounts and 
vouchers of the company, amongst other things to enable them to 
form an opinion on whether proper accounting records have been 
kept by the company. 

5.9.2 Section 541 provides that proper books of account be kept 
throughout the prescribed period preceding the commencement of 
the winding up of a company. For the purposes of this section, such 
books and account.s should have been kept, as are necessary to 
exhibit and explain the transactions and financial position of the 
business of the company, so as to contain entries made from day to 
day in sufficient detail of all cash received and paid and where the 
business of the company has involved dealings in goods, statements 
of the annual stock takings and (except in the case of goods sold by 
way of ordinary retail trade) of all goods sold and purchased, 
showing the goods and the buyers and sellers thereof in sufficient 
detail to enable those goods and those buyers and sellers to be 
identified. 
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5.10 Admissibility in evidence 

5.10.1 Where information stored by modem methods (c.g. 
computer storage media) may be required as evidence in future legal 
proceedings, it is advisable for businesses to ensure that appropriate 
steps have been taken so that the information will be admissible in 
evidence and will carry the same weight as evidence contained in a 
more conventional record. The rules of admissibility of evidence are 
complex; since the company’s legal advisers would be involved in any 
litigation, they should agree to the procedures to be followed in 
recording or storing data of such potential importance. 

5.11 Audit implications of microfilming 

5.11.1 As auditors, we would normally require documents relating 
to the current financial period under review to be available for our 
inspection in the original form. Once the audit is concluded for that 
period we would probably not require the original documents, at 
which stage statutory and commercial considerations will take over. 

5.11.2 In some instances we might be prepared to accept internally 
generated microfilm copies of documents where this was justified by 
the nature of the client’s business and where there was a formalised 
and properly supervised system for the authentication of microfilm 
records, including: 

• established policies and procedures for deciding which documents 
are to be copied and for evidencing authorisation for such copying 

• verification procedures in the filming process 

• adequate library indexing and retrieval procedures. 
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FLOWCHARTING SYMBOLS 


Paper tape 


Computer-produced report or printed output 


■ If copy" of computer-produced report or printed output 




I 

I 


-1 


I 



t 

I 

J 


Computer program/process (including C.P.A. 

reference and description) 


PNFK3.e 

Update 


Computer terminal 



Visual display unit (VDU) 



Magnetic tape 



Magnetic disk 


W 


Telecommunications line 
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A; Document B: Document 
prepared. 

Flow of documents to another part of 
the charted system 

Temporary flow of documents for information 
to be entered in a record, or document used 
to prepare another 
Documents matched for information, or totals agreed 


Dead end — documents leave charted system. 



Flow of two documents 



Fork alternative flow of documents. 



Temporary files — m alphabetical, numerical 

or date order. 




Permanent files — in alphabetical, numerical 

or date order 




Documents attached 




Documents destroyed. 
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Document initialled or signed. 





A: Punched card B File of punched cards 




A: Machine list or tabulation B... prepared 




Ledgers, day books, other records 




Starting points in flow 





Lower case letters used for referencing 
temporary files. 





Numbers used for referencing permanent files, 
ledgers and day books 



Serial continuity of documents 
J —checked, X—not checked 




Microfilm or microfiche 
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APPENDIX 4.2 


SPECIMEN FLOW CHART 
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SPONDULIX LTD. 

Purchase System—Notes To Rowchart 

A Purchase requisitions are raised by the storekeeper and for office 
supplies by departmental heads. 

B Purchase requisitions are signed by the buying departmental 
manager or one of his two deputies as authority to raise an order. 
C The Order Record Book maintains a numerical list of orders with 
the suppliers to whom they are sent. 

D Purchase invoices are initialled by the buying department 
manager as authority for payment after details have been agreed to 
the purchase orders and suppliers’ delivery notes. 
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COMPUTER PROCESS ANALYSIS 
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AUDIT EVIDENCE 


1 Purpose of obtaining audit evidence 

2 Reliability of evidence 

Paragraph 

3 Sufficiency of audit evidence 

Materiality 

3.2 

Risk 

3.3 

Practicality 

4 Efficiency and relevance 

5 Measuring audit assurance 

Table 5.1—Reliability factors 

3.4 

Overall level of assurance 

5.8 

Assurance derived from internal control 

5.9 

Assurance derived from analytical review 

5.10 

Assurance derived from substantive tests 

Table 5.2—Combining sources of assurance 

5.11 

Risks of testing 

6 Directional testing 

7 Business relationships 

Table 5.3—Business relationships 

5.12 


1 PURPOSE OF OBTAINING AUDIT EVIDENCE 

1.1 The purpose of obtaining audit evidence is to achieve the overall 
audit objective of forming an opinion and reporting on the financial 
statements. The Auditing Guideline “Audit evidence” issued by 
ICAEW states: 

“To achieve this objective the auditor needs to obtain evidence to 
enable him to draw conclusions in answer to the following questions: 
Balance sheet items 

(a) Have all of the assets and liabilities been recorded? 

(b) Do the recorded assets and liabilities exist? 

(c) Are the assets owned by the enterprise and are the liabilities 
properly those of the enterprise? 

(d) Have the amounts attributed to the assets and liabilities been 
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arrived at in accordance ^ith the stated accounting policies, on 
an acceptable and consistent basis? 

(e) Have the assets, liabilities, capital and reserves been properly 
disclosed?. 

Profit and loss account items 

(f) Have all income and expenses been recorded? 

(g) Did the recorded income and expense transactions in fact occur? 

(h) Have the income and expenses been measured in accordance 
with the stated accounting policies, on an acceptable and 
consistent basis? 

(i) Have income and expenses been properly disclosed where 
appropriate?” 

2 RELIABILITY OF EVIDENCE 

2.1 The extent to which reliance may be placed on any particular 
evidence is a matter of judgement and can only be assessed in the 
knowledge of the circumstances. The generalisations set out in the 
following paragraphs are usually valid however. 

2.2 Documentary evidence is usually more reliable than oral evidence. 
For example, to verify a recorded purchase of goods we would expect 
to agree details to the supplier's invoice and the goods received note; 
we would not rely on an oral description of the goods and oral 
confirmation that they had been received. 

23 Oral evidence is often useful as a supplement to documentary 
evidence. In some areas of judgement, such as bad debt and 
obsolescence provisions, there is often no documentary evidence 
available. 

2A Oral evidence should always be tuliy recorded in the audit file; 
the name and position of the person giving the explanations must be 
noted, together with the date. We sometimes request that oral 
evidence be confirmed in writing; for example, we should not rely 
only on a telephone conversation with a customer to confirm a large 
debt. 

23 Particular difficulties arise when reliance must be placed on 
representations by management. They should never be relied upon as 
an alternative to obtaining documentary or third party evidence but 
should be supported by such evidence wherever possible. If there is a 
legal action outstanding against the company, for example, we 
should not rely on the management’s view of the outcome but should 
seek the opinion of the company’s solicitors. Where no such 
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supporting evidence, or insufficient supporting evidence is available, 
and material reliance is to be placed on the management's 
representations, they must be confirmed in writing by the directors. 
In such cases it is still important that we ensure there is no evidence 
which contradicts or casts doubt upon the representations given. 
Considerable tact is often necessary when following up such 
representations to guard against a false impression of disbelief in 
them being given to the client. Where there is any apparent 
withholding of supporting evidence or any doubt as to the truth of the 
representations of management the matter should immediately be 
brought to the notice of the audit manager or engagement partner. 
2JS Greater reliance can normally be placed on externally generated 
evidence than on that originating from within the business being 
audited. For example, a statement from a supplier is generally better 
evidence of the amount due than is the balance on the bought ledger 
account for that supplier. It is however generally easier to assess the 
quality of internal evidence; we can assess the client's bought ledger 
system but we know nothing about the supplier's sales ledger system. 

2.7 Evidence produced by ourselves, such as analyses or 
reconciliations or evidence from a physical inspection, is generally 
more reliable than evidence obtained from others, since the 
conditions under which it is produced are under our control. 

2.8 Each of these sources—internal, external and auditor¬ 
generated—has its drawbacks. Internally generated evidence is 
susceptible to manipulation by the client’s staff or management. The 
quality of externally generated evidence is difficult ,to assess. 
Evidence produced by the auditor is expensive. Placing too much 
emphasis on one source leaves us overexposed to the corresponding 
disadvantages. This is the first reason for always trying to obtain a 
balance of evidence from different sources. 

23 It is important to ensure that different items of evidence are 
consistent one with another. If two pieces of evidence are 
contradictory, both are suspect until the inconsistency is resolved. If, 
on the other hand, two independent pieces ofevidence are consistent, 
the assurance derived from the two is greater than the sum of the 
assurance derived from each piece of evidence taken separately. For 
example, if the supplier’s statement differs from the bought ledger 
account, we must not immediately assume that the supplier is right, 
but must identify the differences and ascertain their correct 
treatment. If, on the other hand, the statement and ledger balance 
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agree, we have considerable assurance that the balance is correct. 
2.10 This synergetic effect of increased assurance from independent 
but consistent evidence is the second reason why we generally try to 
obtain a balanced selection of evidence from several sources, rather 
than rely entirely on one single source. 

3 SUFFICIENCY OF AUDIT EVIDENCE 

3.1 The sufficiency of audit evidence is one of the most difficult 
questions facing an auditor and is fundamental to the planning and 
execution of the entire audit. It requires us to assess the level above 
which errors become unacceptable (materiality), the acceptable degree 
of risk that errors above this level remain undetected (audit risk) and 
the difficulty, time required and cost of obtaining evidence 
(practicality and economy). 

Materiality 

$2 The concept of materiality is discussed in Chapter 6. We must 
carry out sufficient testing to be confident that no errors of a size 
which would affect the true and fair view given by the accounts have 
occurred- This entails making a preliminary estimate at the planning 
stage as to the level at which errors in the accounts would become 
material (planning materiality) and using this to determine what level 
of testing is required. Great care is required in setting planning 
materiality; set too low, sample sizes are unnecessarily large and 
hence the audit is inefficient; set too high, unacceptably large errors 
may remain undiscovered. 

Risk 

33 It is impossible, in practice, for us to be fully confident that the 
accounts under review are free from material error. Audit economy 
dictates that we do not attempt to verify every transaction but verify a 
sample only; there is therefore a risk that errors will not be detected. 
Even if every transaction for the period were to be verified, this would 
not exclude the possibility of unrecorded transactions. We must 
therefore seek to reduce risk to an acceptable level whilst recognising 
that it cannot be eliminated entirely. The question of measuring audit 
risk is discussed in section 5 below. 

Practicality 

3.4 The levels of materiality and acceptable risk cannot be set 
without having regard to the practicality of obtaining sufficient 
evidence to support conclusions in these terms. To attempt to achieve 
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too high a degree of confidence or to set an unrealistically low level of 
planning materiality will result in unreasonably detailed checking 
and unreasonably high audit costs. The line between what is practical 
and what is not rests ultimately on professional judgement and will 
depend on individual circumstances. Guidance on levels of risk given 
in this chapter and on levels of materiality (Chapter 6) provide a useful 
starting point. 

33 The interplay between these three factors can be illustrated by 
the following example. A sales ledger circularisation of 70 items may 
give a high degree of confidence (say 90%) that trade debtors are not 
overstated by more than Rs. 100,000; however, the same evidence will 
normally give a lower degree of confidence (say 68%) that 
overstatement of more than Rs. 50,000 had not occurred. To obtain 
the same high level of confidence for the lower level of acceptable 
error, additional evidence would need to be obtained, either by 
increasing the circularisation sample or by extending alternative tests, 
such as examining post year end settlements. The practicality of 
carrying out such additional testing, in terms of additional costs and 
time consumed, needs to be balanced against the additional audit 
comfort obtained. 

4 EFFICIENCY AND RELEVANCE 

4.1 In addition to ensuring that the evidence collected is sufficient, 
it is also our professional duty to ensure that it is collected in a cost- 
effective way. This will be achieved only by considering the following 
questions: 

• Will the evidence be relevant? The evidence to be collected must 
relate to an audit objective, and the objective must itself be 
necessary for the forming of the overall audit opinion. For 
example, checking that payroll costs have been properly analysed 
between departments may not be relevant to our audit objective on 
staff costs, although it may be necessary if certain staff costs are 
included in stock valuation, or to support analytical review 

• Will the greatest possible use be made of the evidence collected? A 
single test may be used to support conclusions in more than one 
area. An important example of this is directional testing, discussed 
in section 6 below. Another example is checking income from 
investments or loans; not only does this verify that income is 
correctly stated, but it also provides valuable supporting evidence 
of the existence of the asset 
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• Where alternative sources of evidence are available, is the least 
time-consuming source being used? For example, it may not be 
necessary to circularise a supplier if the client has a year end 
statement from him. However, it is important that a satisfactory 
blend of evidence from various sources is obtained, even if some of 
this is more time consuming to collect: we would not consider a 
purchase ledger circularisation on its own to be satisfactory 
verification of purchase ledger creditors, even if a large proportion 
of suppliers were included. We should ensure that other audit tests 
are carried out (as described in Chapter 17). 

• Will the evidence be too detailed? Can less detailed checking still 
support the required conclusions with sufficient confidence? For 
example, an expense analysis may be adequate for audit purposes 
if items are rounded to the nearest Rs. 100, rather than to the Re. 1. 
(Though we should check in such a case that this will not lead to 
difficulties in preparing the tax computation). 

5 MEASURING AUDIT ASSURANCE 

5.1 Audit assurance is accumulated from a combination of: 

• the assessment of accounting systems and internal control 
(supported by compliance testing of relevant controls) 

• analytical review 

• substantive testing (other than analytical review). 

At the audit planning stage a strategy should be devised combining 
these sources of assurance so that audit risk is reduced to an 
acceptable level whilst any excessive work is avoided. 

52 The determination of the overall level of audit assurance 
required (and thus the acceptable level of overall audit risk) for a 
particular client must be a matter of judgement for the engagement 
partner and audit manager. The degree of assurance to be obtained 
from each source and thus the combination of evidence that will 
provide the required overall assurance is also primarily a matter for 
judgement. The framework described below, using “reliability 
factors” to measure and combine risks, is intended to support these 
judgements and to promote consistency within the firm. 

53 The overall risk of an incorrect conclusion about an account 
balance is a combination of the following risks: 

(i) the inherent risk of material errors being present 

(ii) the risk that internal control would fail to detect material errors 
(internal control risk) 
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(iii) the risk that, given material errors not detected by internal 
control, our analytical review procedures would fail to detect 
those errors (analytical review risk) 

(iv) the risk that, given that material errors exist which have not been 
detected by internal control or by analytical review, our detailed 
substantive tests would also fail to detect the errors (substantive 
testing risk). 

Where these risks are expressed as percentages they can be combined 
by multiplication. 

54 However, in order to translate more conveniently our 
assessment of risk into a required level of testing or sample size, the 
risks can be expressed by what are known as reliability factors', these 
are combined by addition rather than multiplication. Table 5.1 lists 
the reliability factors corresponding to various percentage levels of 
risk (with percentage confidence levels in brackets for those who 
prefer to think in such terms). 


Table 5 1—Reliability factors 


% 

Risk 

% 

(Confidence) 

Reliability 

factor 

% 

Risk 

% 

(Confidence) 

Reliahilily 

factor 

100 


0 


(71) 

1.25 

90 

(10) 

0.1 



1.3 

82 





1.5 

74 

(26) 

0.3 

17 

(83) 

1.75 

67 

(33) 

04 

14 

(86) 

2.0 

61 

(39) 

0.5 

11 

(89) 

2.25 

55 

(45) 

06 

10 

(90) 

2.3 

50 

(50) 

0.7 

8 

(92) 

2.5 

45 

(55) 

0.8 

6 

(94) 

2.75 

41 

(59) 

0.9 

5 

(95) 

3.0 

37 

(63) 

1.0 

1 

(99) 

4.6 


53 The overall risk of an incorrect conclusion about an account 
balance can now be expressed as the sum of the reliability factors 
corresponding to each risk in paragraph 5.3(i) to (iv) above; that is, 
inherent risk, internal control risk, analytical review risk and 
substantive testing risk. 

5.6 In practice, it is more convenient for the level of inherent risk 
not to be evaluated separately but to be taken into account when 
deciding on the level of overall risk acceptable in each audit. 
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5.7 The planning decisions on assurance for an audit are therefore 
as follows: 

(i) What overall level of assurance is required on the audit, taking 
into account the likelihood that material errors are present? 

(ii) How much of this assurance will be derived from: 

• internal control? 

• analytical review? 

• substantive testing? 

Each of these questions is dealt with separately below. 

5.8 Overall Level of Assurance 

5.8.1 The minimum level of overall audit assurance required is, we 
believe, indicated by a reliability factor of 2.3, equivalent to 90% 
confidence that material error, if it exists, will be detected by our 
tests. This level of total assurance will be adequate only if we can 
satisfy ourselves that there are no indications of abnormal risk. 
Factors indicative of abnormal risk include the following: 

• this is the first aud«t of the client 

• past experience with the client suggests that the accounting 
records are generally error-prone, the control environment is 
poor, or management is weak 

• significant changes in the accounting system or in personnel or in 
the client's business have occurred since the last audit 

• incompetent or dishonest client staff 

• rciisons exist for distorting the financial statements; for example, 
the company is to be sold, or intends to raise new finance 

• the company operates in a declining industry 

• the company is in danger of becoming insolvent, or the financial 
position is otherwise weak 

• the company operates in a new, expanding and relatively unstable 
industry 

• the company has an aggressive management philosophy 

• there is a high rate of turnover of top management 

5.8.2 Where the circumstances surrounding an audit indicate 
abnormal risk, the level of overall assurance should be increased from 
2.3 to 3.0 (equivalent to 95% confidence) or even higher. In all cases it 
is the responsibility of the engagement partner to approve the level of 
assurance required, whether a factor of 2.3 is acceptable or whether 
this is to be increased. 

5J3.3 In most circumstances the factors indicating an abnormal risk 
apply throughout all areas of the audit and thus the required overall 
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level of assurance is increased. However, there will be instances where 
it is clear that the abnormal risk is confined to a particular area of the 
accounts or the accounting systems—and in such cases increased 
audit assurance will be required in that area alone. For example, if 
our assessment is that the client’s staff are all competent and honest 
with the exception of the storeman, we would not raise the level of 
assurance required for the audit as a whole; we would merely require 
a higher level of assurance on the audit objectives relating to stock. 
Equally, a past history of, say, cut-off errors would not demand a 
higher rate of assurance for the whole audit unless it was 
symptomatic of the general incompetence of the client’s staff. 

5JI.4 A review of the draft accounts may also highlight particular 
areas which “look wrong’’ in terms of trends, relationships or other 
inconsistencies and will therefore require particular attention in the 
sense of increasing the assurance required in the relevant areas. 
5,8.5 The assessment of audit risk should be recorded in the 
planning memorandum. This should state: 

• factors affecting the overall audit risk for the audit and the overall 
level of assurance considered necessary 

• specific areas where greater assurance is required, or lesser 
assurance considered adequate, detailing the reasons for this 
assessment. 

5.9 Assurance Derived from Internal Control 

5.9.1 The two principal factors which will influence the degree of 
reliance to be placed upon internal control are: 

• our assessment of the effectiveness of the control procedures in 
operation 

• the strength of the evidence that the control procedures have been 
consistently applied. 

5.92 For detailed consideration of the factors influencing the 
degree of reliance to be placed on internal control, see Chapter 8. 

5.10 Assurance Derived from Analytical Re view 

5.10.1 The kind of analytical review considered here is aimed at 
providing audit assurance on specific figures in the accounts by the 
systematic study of relationships (such as ratios and trends) between 
the elements comprised in those figures and other independent 
financial or non-financial information, and the investigation of 
significant variances between predicted figures or expected 
relationships and the actual outturn. 
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5.10.2 Analytical review for the purpose of obtaining audit 
evidence should not be confused with the overall review of draft 
accounts or of the figures on lead schedules, which is performed 
primarily to plan the direction of audit effort and to gain an 
understanding of the accounts. Such overall reviews, like the final 
review of the accounts at the end of an audit, do provide some 
comfort but have more to do with controlling the audit than with 
obtaining assurance about the accounts. For this reason no 
reliability factor should normally be assigned to reviews of these 
kinds. 

5.10 J The degree of assurance to be derived from analytical review 
is based on our confidence that any material errors will be detected as 
a result of the review. Guidance on our approach to analytical review 
and the level of assurance that can be derived from it is contained in 
Chapter 9. 

5.11 Assurance Derived from Substantive Tests 

5.11.1 Once reliability factors for internal control and analytical 
review have been determined the assurance still required to reduce 
risk to the acceptable level must be provided by substantive 
testing. 

5.11.2 By “substantive tests” we mean those procedures, other than 
analytical review (considered in the previous paragraphs), which seek 
to provide audit evidence as to the completeness, accuracy and 
validity of information contained in the accounting records or in the 
financial statements. The different types of substantive tests are 
described in Chapter 7. 

5.1 U Where a substantive test is to be performed on a sample, the 
sample size necessary to give the required level of assurance can be 
calculated from the reliability factor (as discussed in Chapter?). In 
other respects, or where a substantive test is carried out other than on 
a sample, the scope of the test is a matter of judgement only; for 
example, deciding on the number of days to be covered in a cut-off 
test. 

5.11.4 The relationship between the reliability factor for an 
individual substantive test and the other sources of audit assurance is 
illustrated by the examples in Table 5.2 below, showing the effect of 
varying levels of assurance attributable to internal control and 
analytical review. 
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Tabic 5.2—Combining sources of assurance 



Case A 

Case B 

Case C 

Case D 

Assurance that material error will be 
detected by 

Internal control 

1.0 

1.0 

0 

0 

Analytical review 

0.7 

0 

0.7 

0 

Other substantive testing 

0.3 

0.3 

0.3 

0 3 

This test (balancing figure) 

0.3 

1.0 

1.3 

2.0 

Acceptable total 

2.3 

2.3 

2.3 

2.3 


5.12 Risks of testing 

5.12.1 There are two types of audit risk involved in testing: 
sampling risk and non-sampling risk. 

5.12.2 Non-sampling risk arises from such factors as incorrect test 
design, procedural errors in performing the test and unsatisfactory 
planning. Such a risk would exist even if every single item were to be 
tested. For example, when testing sales invoices, audit staff may 
make the same misinterpretation of the sales-tax rules as the client’s 
staff; the error would then remain undetected even if ail sales were 
checked. Proper planning, training, staffing, supervision and review 
should however reduce non-sampling risk to an acceptable level. 
5.123 Sampling risk is the risk that the conclusion drawn, based on 
the test of a sample only, differs from that which would be drawn if a 
100% test took place. The risk may be one of: 

• incorrect rejection—that is where the sample indicates 
unacceptable incidence of error, whereas, in fact, this error is 
immaterial. Usually, further audit work will be carried out on the 
area and the conclusions drawn amended, though there is a cost 
disadvantage 

• incorrect acceptance—that is, the danger of accepting a 
population as materially correct based on a sample when 
a 100% test would show the population to be materially mis¬ 
stated. 

5.12.4 The risk of incorrect rejection must be considered when 
evaluating the significance of errors found. The risk of incorrect 
acceptance must, however, be taken into account when planning the 
audit strategy itself. 
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6 DIRECTIONAL TESTING 

6.1 In order to ensure that our audit is efficient, we design our audit 
tests to make the fullest use of the evidence obtained. Directional 
testing helps to achieve this and avoids designing tests which 
duplicate evidence by using the double-entry accounting system 
which forms the basis of any set of accounts. 

62 For example, as part of our overall opinion on the accounts we 
must be able to conclude that debtors are neither overstated nor 
understated. Our normal audit work on debtors is primarily designed 
to satisfy ourselves that debtors are not overstated. If debtors were 
understated, the operation of the double-entry system would mean 
that either 

(i) another debit balance (asset or expense) is overstated; or 

(ii) a credit balance (liability or income) is understated 

by the corresponding amount. Our audit tests on other assets and 
expenses (for overstatement) and creditors and income (for 
understatement) will then enable us to derive assurance that debtors 
are not understated. 

63 The general rule is therefore that assets and expenses should be 
tested for overstatement; debit entries (assets and expenses) should be 
selected from the accounting records and checked to independent 
evidence for validity (existence, value, title or genuineness). 
Conversely, liabilities and income should be tested for 
understatement; transactions resulting in credit entries (liabilities and 
income) should be selected from independent records and checked to 
the books of account for correct entry (completeness and correct 
amount). 

6A Care must be taken with items which do not form part of the 
day-to-day accounting system since these will often need testing for 
both understatement overstatement. Examples are closing stocks 
(not forming part of an integrated costing system), bad debt 
provisions, accruals and depreciation. 

6.5 There are also specific instances in which the particular nature 
of the client's business may make testing in both directions 
appropriate. For example, a manufacturer of specialist plant may 
receive substantial payments in advance from customers several 
months before delivery. To ensure that sales are not overstated by 
these receipts we could circularise customers to ensure that all 
payments in advance are recorded as such; alternatively it may well be 
more convenient to test the sales account to ensure it does not include 
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such receipts. 

6M It is important that we understand the client's business and 
avoid a mechanical approach to audit testing. Applied intelligently, 
directional testing can ensure the most efficient use of audit time. 

7 BUSINESS RELATIONSHIPS 

7.1 In all businesses there are fundamental relationship 5 between 
the different elements of the accounts. For example, the basic 
relationships for a trading concern are shown by the diagram in Table 

72 In this simple illustration of a basic trading company, the 
relationships are so well known as to be used at times almost 

Table 5.3—Business relationships 


I 
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subconsciously. Nevertheless, it is often helpful to identify the logic 
applied in the audit and thus ensure that the conclusions dra\vn are 
supported by the evidence. 

13 For example, relationship III can be used to provide assurance 
on sales from tests on cost of sales and gross margin. Alternatively, 
the same relationship can provide assurance on cost of sales from 
tests on sales and gross margin. This can be a powerful tool where we 
are able to verify the gross margin’easily, for example in a company 
with a small number of products each with fixed mark-ups. Another 
example of the use of underlying business relationships is provided in 
the illustration of a planning memorandum in Appendix 3.2, in the 
audit of machine sales, cost of sales and stocks in that illustration. 
lA Relationship IV is used when assessing the assurance on debtors 
obtained from internal control; the controls themselves apply to sales 
and receipts, but the relationship enables assurance to be derived as 
to closing debtors. 

13 Where the client does not fall into the simple category discussed 
above, we should identify the relevant relationships within the 
individual business and assess whether audit efficiency could be 
improved by their use. 
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Critical points 
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Separate disclosiiics 
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1 INTRODUCTION 

1.1 Our audit opinion is based on a reasonable assurance that the 
financial statements are free from material error. The question of 
what would constitute a material error is essentially a matter of 
judgement; this chapter offers guidance to assist in forming such 
judgements and sets out the procedures for bringing these judgements 
to bear upon our audit work. 

2 GENERAL DEFINITIONS OF MATERIALITY 

2.1 “Statement on Auditing Practices” issued by ICAl deals with 
“materiality” as under: 

“2.3 It will be observed that at various places in Part II of 
Schedule V! reference is made to materiality, e.g., paragraph 
3(xv). Materiality is also a matter of importance in relation to 
items in the balance sheet. Questions of materiality arise inter 
alia under the following circumstances: 

(a) when mistakes are discovered by the auditors in the 
accounting books and records, such as, in the calculation of 
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depreciation, estimation of liabilities, valuation of stocks, 
etc.; 

(b) when the question of disclosure of non-recurring or 
unusual items of income or expenditure in the accounts 
arises; 

(c) the manner and extent to which prior year adjustments 
need to be shown in the accounts; and 

(d) whether any items of income or expenditure or assets or 
liabilities is of such an amount that apart from statutory 
requirements it is necessary to disclose it separately. 

2.4 It is difficult to lay down any standards by which 
materiality can be judged. It is a matter in which the decision is 
arrived at on the basis of the auditor's professional experience 
and judgement. While there is no unanimity on this subject, it is 
generally felt that in respect of items appearing in the profit and 
loss account, and having an effect on the profit for the year, the 
materiality should be judged in relation to the profit shown by 
the profit and loss account as also the total expenditure or 
income under that head. As regards items appearing in the 
balance sheet, it is generally felt that if they have no effect upon 
the proft for the year, materiality may be judged in relation to 
the group to which the asset or the liability belongs, e.g., for any 
item of current assets in relation to total current assets, and any 
item of current liabilities in relation to total current liabilities.” 

22 The Auditing Standard, “Qualifications in Audit Reports” 
issued by ICAEW states: “In general terms a matter should be judged 
to be material if knowledge of the matter would he likely to influence 
the user of the financial statements. Materiality may be considered in 
the context of the financial statements as a whole, the balance sheet, 
the profit and loss account, or individual items within the financial 
statements. In addition, depending on the nature of the matter, 
materiality may be considered in relative or absolute terms.” 

23 An Accounting Recommendation issued by the ICAEW on the 
interpretation of “material” (Members' Handbook 2.206) says: 

“A matter is material if its non-disclosure, piis-statement or 
omission would be likely to distort the view given by the 
accounts or other statements under consideration.” 

3 PLANNING MATERIALITY 

3.1 At the planning stage of the audit, we must form a preliminary 
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estimate of materiality, to be used as a guide in deciding what level of 
testing to carry out and in assessing the relative importance of errors 
found. 

32 Planning materiality is set solely for the purpose of planning the 
nature and extent of audit evidence to be gathered. It is used as a 
guide in ’deciding whether groups of items should be tested 
exhaustively, sampled, or merely reviewed for reasonableness—in 
other words, in deciding how fine a net to trawl. As explained in 
Chapter S, planning materiality is balanced against audit risk and 
against practical considerations, such as time and cost. We accept for 
example that there may be small but significant errors that will slip 
through our net. Thus an error which is immaterial in relation to net 
profits may materially affect the trend in earnings; we would 
normally, however, consider it impractical to design tests to detect 
such a small error. 

33 Setting an amount of planning materiality does not commit us 
to any particular measure of materiality in deciding whether or not a 
particular error needs to be corrected or whether our report needs to 
be qualified. We cannot anticipate all the factors that may ultimately 
influence our consideration of materiality in evaluating the audit 
evidence at the completion of our audit (see section 6 below). 

3 A Planning materiality is, as already stated, essentially a matter of 
judgement. The most useful guideline will inevitably be provided by 
the judgement, and detailed knowledge of the client, of the audit 
manager and engagement partner. The guidance set out in 
paragraphs 3.10 to 3.12 below cannot be a substitute for professional 
judgement. 

33 This preliminary estimate of materiality should be agreed upon 
by the partner and manager and recorded in the planning 
memorandum. As it must be set before the commencement of the audit it 
will necessarily be based on estimates of what the final accounts will 
show. A reassessment must therefore be made at the commencement 
of the final audit, when draft accounts are first available, and also 
whenever significant amendments to the draft accounts are made. 
3jS To avoid repeated amendments to the p irameters for audit tests 
and thus to sample sizes, it is preferable to set a low level of planning 
materiality. This depends on hov* conf i'ent we are in our initial 
estimate and on the time available at the finttl i-uaii for additional testing 
should increased sample sizes become nect '^sary. 

3.7 It is widely accepted that in judging the fairness of accounting 
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presentation (that is, materiality in accounting), the effect of anerror 
on reported profits is a prime consideration. A guideline often 
suggested is that an error affecting profits by an amount more than 
10% of “normal” pre-tax profits may be presumed to be material, 
while an error with a percentage effect of less than 5% may be 
presumed to be immaterial. 

3^ Pre-tax profit, however, does not usually provide an efficient 
rule-of-thumb measure of planning materiality. First, it is often 
unstable from year to year. It is unsatisfactory for the level of testing 
to vary substantially merely because of a change in profit levels. 
Secondly, in times of recession when most businesses suffer from 
reduced profitability, such guidelines become too conservative. 
Attempts to overcome these objections by establishing a “normal” or 
“expected” level of profit inevitably introduce an amount of 
guesswork which may well nullify the advantages of having 
guidelines. 

3.9 Alternative bases for guidelines are turnover and capital 
employed. For the majority of companies turnover is by far the most 
consistent indicator of the size of the business; it is therefore the 
recommended basis for setting the preliminary estimate of 
materiality. 

3.10 We therefore suggest the guidelines in Table 6.1 asthe starting 
point in making a preliminary estimate of materiality. 

3.11 The incomes of large organisations are usually measurable to be 
greater relative precision (i.e. a finer percentage accuracy) than those 
ol smaller business. Thus the costs of refining the precision of our 
audit opinion on smaller organisations to the same relative level as 
for larger would normally be disproportionate with the benefits to be 
gained. This is reflected in the sliding scale of the guidelines in 
Table 6.1. 

3.12 There will be cases where use of the table above is clearly 
inappropriate and we can give two examples here. The first is that of a 
financial institution, where the turnover or gross revenue may be 
small in relation to the total asset base. The percentage in the table 
may in such a case be applied to total assets or capital employed 
instead of turnover to provide an appropriate figure for planning 
materiality. In the second example, profit margins maybe inherently 
low in a particular industry and a measure of materiality based on a 
reasonable rate of return on capital employed for that industry may 
be more appropriate. Instances are commodity traders, wholesalers 
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Table 6.1—Planning materiality 


Range of turnover 
Rs. 

0 to SOOOO 
SOOOO to 100000 
100000 to SOOOOO 
SOOOOO to 2m 
2m to 5m 
Sm to 25m 
25m to 50m 
50m to 250m 

and so on, for higher amounts. 


Planning materiality 
Rs. +% Excess over lower limit ol range 
0+4% 

2000 + 2 % 

3000+1.25% 

8000+0.8% 

20000+0.5% 

35000+ 0.35% 

105000+0.3% 

180000+0.15% 


Thus, for a turnover of Rs.3.5m the planning materiality suggested is: 
Rs.20,000+0.5% of (Rs.3.5m-Rs.2m)=27,500 


and retailers operating on a high turnover with low margins. As 
already stated, the decision as to the level of planning materiality rests 
ultimately with the manager and partner; it will be based on their 
professional judgement, combined with a sound knowledge of the 
client’s affairs. 

4 USE OF PLANNING MATERIALITY IN AUDIT TESTS 

4.1 The preliminary estimate of materiality should be incorporated 
into the audit strategy, thus enabling the relative importance of each 
audit area to be assessed and the appropriate audit approach for that 
area determined. Areas judged to be immaterial will be merely 
reviewed; other areas will be tested by sampling or, if necessary, 
verified by 100% checking. 

42 When taking these planning decisions, allowance must be made 
for the following in deciding upon the relative importance of a 
particular area of the accounts: 

(i) the potential effect of errors undetected in other areas of the 
audit, including those areas subjected to review only (on the 
grounds of individual immateriality)—although we may expect 
some errors to offset each other 

(ii) the effect of errors that may be detected by our tests but which 
we expect the client will not wish to correct on the grounds that 
they are not in themselves material 

(iii) the effect of errors found in the previous year’s accounts that 
were not corrected and which have a corresponding effect on 
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this year's results. 

Testing materiality 

43 The sample size required in a representative substantive test is 
calculated (as discussed in Chapter 7) from the testing materiality 
applicable to that test. This testing materiality is derived from the 
preliminary estimate of materiality but cannot be set equal to it 
because of the need to allow for the factors set out (in paragraph 4.2) 
above. There is no general agreement within the profession as to an 
appropriate practical basis, other than use of experience and 
judgement, for deriving testing materiality from planning 
materiality. One guideline suggested by various sources is that testing 
materiality should be set at 75% of planning materiality. 

4A The object of the particular test and the type of the error likely 
to be discovered may also influence testing materiality. It is unlikely, 
however, that the effect will be to increase testing materiality above 
planning materiality. An exception might be a test for classification 
errors between two balance sheet headings, or between two profit and 
loss account headings, which do not affect net profits. 

43 Where the balance under test is spread over different locations 
or divisions (for example, stock quantities) and we do not intend to 
visit all of them, the testing materiality must be reduced at those 
locations or divisions which will be visited. 

5 MONITORING AND RECORDING ERRORS 

5.1 Whatever the basis used to arrive at testing materiality, it is clear 
that uncorrected errors and possible errors indicated by sample 
results should be monitored carefully during the audit and kept 
within limits consistent with our planning decisions. 

53 Our procedures for monitoring and recording errors using a 
single summary of errors are dealt with in Chapter 7. The minimum 
level for recording errors on this form will depend on the level of 
planning materiality, but also on the expected volume of errors 
(based on the experience of previous years): a figure of 5% of 
planning materiality is suggested as a general guideline. It should be 
approved at the planning stage by the engagement partner and 
communicated to all members of the audit team at both interim and 
final visits. 

53 It is important that the assumptions made in setting the 
preliminary estimate of materiality and testing materialities are 
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reviewed as the audit nears completion to ensure both that the 
decisions made are still valid and that sufficient audit evidence has 
been accumulated to justify an opinion on the accounts. The need for 
further testing should be reviewed with the audit manager and, if 
appropriate, the engagement partner. 

6 FORMING AN AUDIT OPINION 

6.1 In the closing stages of the audit we need to assess the impact of 
known errors and uncertainties in the financial statements and to 
determine whether they are sufficiently significant, if uncorrected or 
unresolved, to affect our audit opinion on the accounts. 

€2 Materiality needs to be considered when determining: 

(i) whether a known error requires correction 

(ii) whether an item should be separately disclosed 

(iii) whether an uncertainty should be referred to 

(iv) whether a contingent gain or loss should be disclosed 

(v) whether an accounting policy should be stated 

(vi) whether the effect of a change in an accounting policy should be 
disclosed 

(vii) whether the departure from an accounting standard or 
fundamental accounting concept should be disclosed. 

63 The materiality of a specific item must be judged in its context in 
the financial statements, in most instances there will be a “base 
figure" against which the item in question can be measured, for 
example an item affecting pre-tax profits can be measured against net 
profits before tax, the misclassification of a balance sheet item can be 
measured against net assets, net current assets or the appropriate 
balance sheet heading. As initial guidance in deciding upon the 
materiality or otherwise of an item, we may presume an amount of 
10% or more of the appropriate base figure to be material, while an 
amount of 5% or less of the appropriate base figure may be presumed 
to be immaterial. 

6.4 Where an item is assessed for its effect upon profits, it is usually 
sensible to use the “normal” or “expected” level of profit, adjusting 
for non-recurring or unusual items. 

6.5 These guidelines should be applied only in conjunction with the 
factors set out below: they should never be relied upon as the sole 
measure of materiality. 
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Degree of estimation 

6jS a greater degree of latitude is normally permissible in 
determining the materiality of an uncertainty relating to an item that 
is by its nature imprecise or based on estimates or assumptions (such 
as the net realisable value of a stock item, depreciation or a bad debt 
provision) than when considering an item capable of precise 
determination (such as a bank balance). 

Critical points 

6.7 The materiality of an error needs particularly careful 
assessment when it bears upon a critical point in the accounts: for 
example, where its correction would: 

• change a marginally upward trend into a marginally downward 
one 

• turn a small profit into a small loss 

• leave the dividends for the year uncovered 

• change a marginally solvent balance sheet into a marginally 
insolvent one 

• materially affect a key ratio (such as the ratio of current assets to 
current liabilities). 

6.8 Whilst the level of materiality may be lower in such cases, it is 
important not to lose sight of the true dimensions of the business. 
Although the emotional impact of a small loss is very different from 
that of a small profit, it is important to bear in mind that the rational 
reader of the accounts should be more concerned with the shortfall 
below an adequate return on capital employed: the fate of a company 
on the verge of insolvency will often be determined well before the 
appearance of audited accounts. Thus the small error should not have 
a material impact on the user. 

6.9 Particular difficulties arise if the company is close to the limit of 
its borrowing powers and an error is discovered that would not 
otherwise be considered material, but which if adjusted would cause 
the limit to be exceeded. The consequences of exceeding the limit will 
depend, inter alia, on the nature and source of the restrictions. 

Accounting policies 

6.10 “Disclosure of Accounting Policies” (AS-1) (see Appendix A) 
issued by ICAI lays down the following standard: 

24. All significant accounting policies adopted in the preparation 
and presentation of financial statements should be disclosed. 

25. The disclosure of the significant accounting policies as such 
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should form part of the financial statements and the significant 
accounting policies should normally be disclosed in one place. 

26. Any change in the accounting policies which has a material effect 
in the current period or which is reasonably expected to have a 
material effect in later periods should be disclosed. In the case of 
a change in accounting policies which has a material effect in the 
current period, the amount by which any item in the financial 
statements is affected by such change should also be disclosed to 
the extent ascertainable. Where such amount is not 
ascertainable, wholly or in part, the fact should be indicated. 

27. If the fundamental accounting assumptions, viz. Going Concern, 
Consistency and Accrual are followed in financial statements 
specific disclosure is not required. If a fundamental accounting 
assumption is not followed, the fact should be disclosed. 

Separate disclosures 

6.11 Foritems required by the Companies Act, 1956 to be disclosed 
separately, such as managerial remuneration, loans to directors, 
auditors’ remuneration, interest payable, etc., the relative size of the 
figure is irrelevant. An error in such an item must be judged by 
comparing it with the size of the item itself rather than with amounts 
in the balance sheet or profit and loss account. Items for which we 
have a specific reporting obligation, such as revaluation of fixed 
assets, public deposits, etc., are particularly sensitive; almost any 
error might be considered important enough to require correction. 

6.12 The Companies Act, 1956 as amplified by AS-5 issued by ICAI 
on “Prior Peiiod and Extraordinary Items and Changes in 
Accounting Policies” (see Appendix A) requires the separate 
disclosure of exceptional items, extraordinary items and prior year 
adjustments, where these are material. The precise nature of such 
items, as well as their relative size, will have a bearing on whether or 
not separate disclosure, or restatement of the previous year’s figures 
in the case of prior year adjustments, is in fact required. 
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1 INTRODUCTION 

1.1 SAP I issued by ICAI in para 17 under the head ‘Audit 
Evidence’ states that: 

“Substantive procedures are designed to obtain evidence as to the 
completeness, accuracy and validity of the data produced by the 
accounting system. 

They are of two types: 

(i) tests of details of transactions and balances; 

(ii) analysis of significant ratios and trends including the resulting 
enquiry of unusual fluctuations and item.” 

12 Substantive tests are defined in the Glossary to the Auditing 
Standards and Guidelines issued by ICAEW as: 

those tests of transactions and balances, and other procedures 
such as analytical review, which seek to provide audit evidence as to 
the completeness, accuracy and validity of the information contained 
in the accounting records or financial statements.” 

Chapter 5 (Audit evidence) discusses how evidence to support our 
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conclusions for each audit objective is provided by a combination of 
substantive testing, analytical review and an assessment of internal 
control supported by compliance tests. General comment on the 
reliability of different types of audit evidence can be found in section 
2 of that chapter. 

13 Although analytical review is a form of substantive test, the 
approach is fundamentally different from that of other substantive 
testing and is therefore dealt with separately (see Chapter 9.) In the 
remainder of this chapter we consider substantive testing other than 
analytical review. 

2 METHODS OF SUBSTANTIVE TESTING 

2.1 Substantive tests fall into four broad categories: 

• inspection of documents (vouching) 

• inspection of assets 

• direct confirmation 

• reperformance of computations. 

Inspection of documents 

2.2 The principal method of verifying the nature and validity of a 
transaction or an accounts item is by inspecting related documents 
and records. Inspection of records and documents provides evidence 
of varying degrees of reliability depending on their nature and source. 
In particular, items originating from outside the business being 
audited are generally more conclusive than those generated 
internally. 

2.3 It is important when verifying an item in this way to check not 
only that the amounts involved agree but also that all details, such as 
names and addresses, dates, descriptions of goods or services and 
prices appear correct and that there is no indication of any alteration 
to records or documents. 

2.4 Consideration should also be given to whether the document 
inspected provides adequate supporting evidence (for example, a 
Journal voucher is normally insufficient evidence of the validity of the 
entry) and whether all the documents that would normally be 
expected are available (for example, payment of an electricity bill 
should be supported by the bill itself; if there is only a “final demand" 
supporting the payment, there is the possibility that the original bill is 
supporting a duplicate payment). Photocopies are not usually 
considered adequate verification because of the difficulty of 
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identifying any alterations. Microfilm copies are similarly 
unsatisfactory and we would normally ask clients to retain original 
documents until the completion of the audit for the year to which they 
relate (see paragraph 5.11 of Chapter 4). 

Inspection of assets 

2£ Physical inspection is principally a means of verifying the 
existence and possession of an asset; it will sometimes be necessary to 
obtain other evidence before concluding as to the ownership of the 
asset. For example, physical inspection of a factory, plant and 
machinery and motor cars will verify that they exist; but the factory 
may be mortgaged, the plant leased and the cars actually belong to 
the employees. Nevertheless, in many instances—such as stock— 
possession may be taken as prima facie evidence of ownership. It is, of 
course, particularly important to obtain confim\gtion of ownership 
where the item inspected is in the possession of a third party—for 
example where stocks are held at an independent warehouse. 

2jS There is little benefit in carrying out a physical inspection of 
assets unless we are capable of identifying them with reasonable 
certainty, if this is not the case, alternative procedures should be 
adopted or the inspection supplemented by a report from outside 
experts—if for example we need to confirm the identity of stocks of 
chemicals. 

Direct confirmation 

2.7 Written confirmation from third parties independent of the 
client can provide strong evidence of the validity of balances or 
transactions. Such evidence can, moreover, generally be obtained at 
relatively low cost. 

2.8 The value placed on third party evidence must take into account 
the status of the person giving the confirmation, the evidence that is 
likely to be available to them, and their likely motivation. For example, 
a solicitor or approved valuer is likely to attach considerable 
importance to an accurate reply; a bought ledger clerk will be able to 
confirm that sales invoices have been recorded in the customer's 
bought ledger but may not be aware of outstanding disputes; and a 
personal debtor is likely to be more highly motivated than an 
accounts clerk. 

2.9 When assessing the independence of a third party, it is 
important to consider the substance of the relationship with the client 
and not simply the legal form. There may in practice be close links 
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between the management of two companies without there being any 
common legal ownership or control. 

2.10 Direct confirmations by the client’s management provide 
valuable evidence but must always be supported by other 
corroborative evidence. Where we are unable to obtain sufficient 
independent corroborative evidence of a point of material 
consequence, the direct confirmation must be in writing. 

Reperformance of computations and reconciliation}! 

2.11 Verifying an accounts balance often involves checking the 
accuracy of computations, varying in complexity from totalling lists 
of debtors to lengthy computations to calculate the profit on a leasing 
contract. It is, of course, equally important to understand the 
principles of the calculation and to check the underlying assumptions 
as it is to verify the arithmetical accuracy. 

2.12 The need to check arithmetical accuracy applies to both 
computer-produced and manually produced computations. 
Although arithmetical errors by computers are extremely rare it is 
quite possible for the computer to be programmed (unintentionally 
or intentionally) to print out incorrect statements; for example, a 
computer can print “TOTAL Rs.1500” at the bottom of a page 
without necessarily checking that this is the tota 1 of the items printed 
above. This is particularly true of output from “spreadsheet" and 
similar programmes on microcomputers; these should be treated as no 
more than neatly prepared hand-produced schedules. 

2.13 Before carrying out lengthy calculations on a computer-based 
accounting system the possibility of using an interrogation programme 
should be considered (see Chapter 10). 

2.14 In order to verify an item we will often need to prepare or 
reperform a reconciliation, for example: 

• between accounts figures and third party statements (such as from 
banks or suppliers) 

• between different parts of the accounting system (such as between 
the purchase ledger and purchase ledger control account). 

2.15 Where substantial reliance is to be placed on reconciliations 
that have been prepared by the client, it will usually be necessary to 
reperform the reconciliation. Full reperformance of, for example, a 
bank reconciliation involves checking all items from cash book to 
bank statement and vice versa for a period (say a week or a month) 
before the date of the reconciliation, and extracting a list of all 
reconciling items. 
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2.16 Any reconciliation becomes virtually worthless if the 
reconciling items are not adequately explained and followed up. 

Other procedures 

2.17 Our programmes of work will usually include other 
procedures which are more concerned with directing our attention to 
items which need to be tested than with obtaining substantive 
evidence. These include: 

• Scrutiny —Scrutiny is aimed at identifying for further 
investigation any unusual or suspicious items likely to contain 
material error—for example, unusual amounts, unauthorised 
items or items authorised by an unusual authority, altered, defaced 
or misfiled items, and any items that do not follow the normal 
business pattern. 

• Analysis —Analysis of an accounts balance into its components is 
a common audit step preliminary to verifying particular 
components, for example, the larger items. It must be 
distinguished from analytical review (see chapter 9) where such 
analysis (together with further enquiry and corroboration as 
appropriate) is itself sufficient to provide reasonable assurance 
that the balance is not materially misstated. 

• Enquiry —Asking - the client’s staff and management for 
information or explanation is by far the most widely used audit 
technique. However, since we need to corroborate all responses of 
material consequence, it can only be regarded as a preliminary step 
to substantive testing. 

2.18 Items are sometimes selected for tests, not because they 
contribute towards a key objective, but to impose a moral check on 
the client’s staff by creating the impression that the area is not audit- 
free and so reducing the chance of fraud or error. Examples of such 
items could be petty cash expenditure and payroll deductions. Such 
testing (known as preventive testing) should only be carried out with 
the approval of the engagement partner. 

3 SAMPLE TESTING 

3.1 In some cases it will be necessary to verify each of the individual 
items making up the balance being tested to be reasonably sure that 
there is no material error. This will normally be the case where the 
balance is made up of a small number of large items. 

32 In most cases, however, sufficient assurance that the overall 
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balance is free from material error can be obtained by selecting a 
limited number of items and verifying these. It may be sufficient to 
identify the high-value and unusual items that go to make up the 
accounts balance and verify these; if the remaining items are 
immaterial no further testing may then be necessary. Alternatively, 
the auditor can derive sufficient evidence of the validity of the 
accounts balance from the results of tests on a sample of the items 
making up the balance. 

33 The aim of sampling is to select a sample that is truly 
representative of the “population” of items from which it is chosen, so 
that the findings in tests on the sample can validly be assumed to 
apply throughout the population and thus an overall conclusion 
drawn. For example, consider a client with a large number of 
purchases during the year; if two or three of these are picked at 
random and verified, the auditor will merely be able to say that those 
particular items were correct. However, as the number checked is 
increased, the auditor will begin to form an opinion of the likelihood 
of error within purchases as a whole, rather than just those items 
checked. If a sufficient number of items are verified, the auditor will 
obtain the level of assurance he requires that purchases as a whole are 
not materially misstated. A sample can only be representative of the 
population, in the sense of enabling overall conclusions to be drawn 
from results of tests on the sample, if: 

(i) each item in the population has a chance of being included in the 
sample; and 

(ii) the sample is sufficiently large. 

Sample selection 

3A A sample can only be taken as representative of the population 
as a whole if it has been selected in an unbiased way. so that every item 
in the population has a chance of being included in the sample. This 
freedom from bias is important whether the sample is one of a large 
number of customers’ balances selected from the sales ledger or of a 
few fixed asset additions for physical inspection. 

33 Bias may enter the selection of a sample in many subconscious 
ways—for example, a tendency to select items from the more recent 
months rather than the earlier part of the year for which invoices have 
been achieved or a reluctance to choose items dealt with by a clerk 
with illegible handwriting as well as more conscious decisions to 
overlook items known to be more time-consuming, such as invoices 
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without a cross-reference to a goods received note, or from a supplier 
with a reputation for inaccuracy. 

3^ To ensure that a sample is demonstrably free from bias, the 
selection can be made using a sampling plan. There are many such 
methods available to cover different situations. For example, a 
commonly used method is fixed interval sampling—selecting every 
1,000th rupee, say, from a randomly chosen starting point. More 
detailed explanations of sampling plans, ranging from the highly 
mechanistic to the judgemental, are given in Appendix 7.1. 

3.7 The audit manager or senior should ensure that the sampling 
methods to be used are appropriate, and that undue emphasis is not 
placed on randomness of selection at the expense of economy and 
practicality. A suitable method of selection should be chosen to ensure 
that the setting up and selection time for the sample forms a relatively 
small proportion of the total time for the test; lengthy manual 
exercises should be avoided. 

3.8 The less formal methods of sampling leave considerable 
discretion in choosing or rejecting individual items for the sample. 
When such methods are used, the staff involved must be kept aware 
of the importance of avoiding any bias in the samples. 

3.9 Although it is important that an unbiased sample is used, it is 
also important that, where unusual or suspicious transactions are 
noticed v^hilst carrying out the test, these are not ignored merely 
because they do not form part of the sample. Such transactions 
should be noted separately together with details of subsequent 
further investigation and explanation. I'hey should not be recorded 
as part of the sample tested. Examples of such transactions include 
substantial payments in the cash book to persons who arc not regular 
suppliers to the client, or wheie the narrative in the cash book is 
unusually inadequate, and purchase or expense invoices for items 
not obviously required for the client’s business. 

3.10 The other element which helps ensure that each item in the 
population has a chance of being selected is a check on the 
completeness of the source from which the items are selected. For 
example, if a sample is selected from files of documents (such as 
despatch notes) it is important to ensure that the files themselves are 
complete, or the sample will be biased in that those items represented 
by misfiled despatch notes will have no chance of selection. We can 
check completeness by carrying out a continuity test on the file. 
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Sample size 

3.11 in deciding upon the size of sample required for a particular 
test, the following factors, discussed in Chapters 5 and 6, must be 
considered: 

• significance of errors (i.e. level of testing materiality) 

• risk of errors occurring 

• degree of reliance placed on the test 

• practicality of testing a sample of this size. 

3.12 More specific guidance on sample sizes is provided by the 
following method, using the “reliability factor” described in Chapter 
S to quantify the assurance required from each test. The formula also 
uses the value of “testing materiality” described in Chapter 6. 

3.13 The guideline sample size is: 

Total value of population X_i_ 

testing materiality 


3.14 For example, if we are testing the validity of fixed asset 
additions totalling Rs. 100,000, our testing materiality has been set at 
Rs. 10,000 and the reliability factor at 2, the formula indicates a 
sample size of: 


100,000 X 2 

10,000 


= 20 items 


3.15 It is often possible to reduce the overall number of items tested 
by identifying high-risk items within the population and testing these 
separately. Such high risk items include: 

• high value items—if there are items significantly larger than the 
general level of the population and these are separately identified 
and tested, the remainder of the population will require 
substantially less detailed testing; 

• error-prone items—the degree of audit assurance required from a 
test and hence the level of testing of a population depends on the 
likelihood of errors occurring; if the items particularly prone to a 
misstatement can be identified and tested separately, the sample 
size required for the remaining population can be reduced. 
Examples of error-prone items include suppliers who do not send 
statements or where there has been a history of errors, overdue 
debtors, transactions with related parties and transactions 
recorded during the absence of a key employee. 
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4 SUBSTANTIVE ERRORS 

4.1 A substantive error is one which affects the accounts under 
review, and which, either by itself or in aggregate with other errors, 
may require adjustment if the account are to present a true and fair 
view. Substantive errors include errors of classification between 
headings in the balance sheet or profit and loss account (whether 
shown separately on the face of the accounts or merely analysed in the 
notes) and errors in other amounts disclosed in the accounts (such as 
managerial remuneration). 

42 Substantive errors may be divided into three categories: 

(i) known errors 

(ii) estimated errors 

(iii) projected errors. 

43 Known errors are errors which are reasonably certain in amount 
for instance charges for which no accrual has been made, cut-off 
errors and errors resulting from arithmetical inaccuracy. 

4.4 Estimated errors are errors which are calculated on the basis of 
available audit evidence in situations where such evidence is 
insufficient to enable a resonably exact quantification to be made. 
They include estimates of any additional (or reduced) provisions (for 
doubtful debts, for example) considered necessary by the auditor. 
43 Projected errors are the calculated error in a population that has 
been sample tested, on the assumption that the rate of occurrence of 
error in the whole population is the same as that in the sample. The 
projection of errors from the results of sample testing is considered 
more fully below. 

5 DEALING WITH ERRORS 

5.1 Where a substantive error is found in a test where every item of 
the population is being checked, it can be evaluated in isolation as a 
known or estimated error and can be ignored if below the pre¬ 
determined level for recording errors (though it should always be 
noted on the working papers for the test) (see paragraph 6.3 below). 
5 J An error discovered in a representative test, on the other hand, 
must never simply be dismissed as an isolated occurrence. The object 
of a sample is to be representative of the total population and 
therefore it follows that other similar errors will probably have 
occurred. Further work must be carried out to determine its likely 
effect, although this will not necessarily involve additional testing. 
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53 Our first step will be to analyse the reason for the error. We 
should try to establish whether the error is: 

• one of principle or application 

• deliberate or unintentional 

• likely to relate only to a particular type of balance or transaction. 
5A The effect of an error of principle will usually be easier to 
determine than one ol application. For example, an inexperienced 
clerk might have posted all credit notes as if they were sales invoices, 
whilst an experienced book-keeper might have posted one incorrectly 
due to carelessness. By establishing that the clerk had made an error 
of principle we would be able to determine the total effect of the error 
since all credit notes would be likely to be mis-posted. To establish the 
likely effect of the error of application would be more difficult since 
there would be no way of ascertaining how often the book-keeper was 
careless. 

53 A deliberate error, which may also involve a defalcation, should 
usually be treated as a serious error, irrespective of the amount 
involved. The error should immediately be brought to the attention 
of the audit manager, who will decide on the appropriate action after 
consultation, if necessary, with the engagement partner. 

5.6 If we can establish that an error is only likely to affect a 
particular type of balance or transaction, we should be able to 
quantify more readily the effect on the whole population. For 
example, in a debtors’ circularisation we may discover an amount in 
dispute because a particular product is of faulty standard 
specification or is over-priced on the computer master file of prices; 
the total effect of the error can then be related to the sales of that 
particular product. 

5.7 In the absence of contrary evidence, we have to assume that the 
error in our sample represents a similar proportion of error in the 
population. Any projection of error on the basis of a sample will be 
subject to uncertainty in that the rate and value of errors in the sample 
may not be representative of the error in the population. Such 
uncertainty may not be significant where the value of the sample 
represents a high percentage of the population value (e.g. a large 
sample of sales ledger debtors). However in other cases the 
uncertainty will be considerable and therefore error-projection 
should be used only as a last resort after full analysis of the causes of 
the errors as described in 5.3 et seq. above. 

53 The way in which the best estimate of the population error is 
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calculated depends upon whether or not the sample was biased 

towards giving larger amounts a better chance of selection. In a 

sample biased in this way (typically in an over-statement test), since 

the value of the sample is a significant factor in the design of the test it 

must influence the projection of the results. The best estimate of error 

(subject to paragraph 5.9 below) is therefore; 

_ Value of population 
Value of errors X_ 

Value of sample 

5.9 High-value items and error-prone items should be excluded 
from the extrapolation since they are not normally intended to be 
representative items. An exception to this rule arises when error- 
prone items are themselves sampled, in which case any errors 
identified should be extrapolated over this separate sub-population 
of error-prone items. 

5.10 Where there is considerable uncertainty surrounding our best 
estimate of population error and the estimate itself approaches 
materiality the matter should be referred immediately to the audit 
manager since it is possible that more work will be needed to reduce 
the jiincertainty to an acceptable level. If such work proves to be 
impracticable, the appropriate action will be decided upon by the 
audit manager. 

5.11 It must be emphasised that the purpose of projecting likely 
errors in this way is to enable the probable size of the error to be 
assessed in comparison with materiality limits; such projections are 
too uncertain to be used as the basis for adjusting the accounts 
without extensive additional checking by either the auditor or the 
client. 

5.12 In addition to substantive errors, two other types of 
discrepancy may be found during substantive testing; 

• compliance errors—the deviation from a control procedure upon 
which we are placing reliance may be discovered in carrying out a 
substantive test. Such an error will result in a reassessment of the 
reliance that can be placed on that control, even if a compliance 
test has already been completed satisfactorily; 

• discrepancies that do not affect the accounts, for example the 
misposting of an invoice between sales ledger accounts. These 
should be recorded on working papers and reported to the client, 
unless of a trivial nature or already idcnlified and corrected by the 
client's staff. Any indication of a deliberate manipulation of 
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accounts or other suspicious discrepancies must be brought to the 
immediate attention of the audit manager. 

5.13 Whatever the nature and cause of an error, consideration must 
be given to its likely effect on other aspects of the audit. For example, 
errors found in purchase may also affect our audit approach to, and 
conclusions on, stocks and creditors. 

6 DOCUMENTATION OF ERRORS 

6.1 It is essential that we summarise in one place in our working 
papers the combined effects of errors found or indicated as likely by 
our audit work, since we must be sure that the overall effect of the 
errors found is not material to the accounts, and not merely that the 
individual errors are immaterial. We should note on this summary 
the amounts, nature and cause of each error, distinguishing between 
known errors, estimated errors and projected errors. In the case of 
projected errdrs, the actual amount of error discovered in the 
representative audit test should also be noted. 

62 Insignificant individual errors should not be noted on this 
summary, but merely noted on the schedule on which they arise. The 
amount below which errors should not be recorded on this summary 
should be established at the pre-audit planning stage; a general 
guideline for setting this amount is given at paragraph 5.2 in 
Chapter 6. 

6J Care should be taken to ensure that errors are not double- 
counted; for example, a cut-off error may be projected both from the 
debtors’ circularisation and from the sales cut-off tests. 

6A It is important that errors found are discussed with the client 
promptly and not left until the end of the audit, for the following 
reasons; 

• the error may have resulted from a misinterpretation or 
misunderstanding on our part, and no error had in fact occurred 

• the client’s knowledge of the business may be helpful in assessing 
the full impact of the error and the possibility of similar errors 
existing 

• the client may wish to take immediate action to prevent the 
recurrence of such an error 

• some errors, such as the failure to invoice goods despatched, or the 
double payment of purchase or expense invoice, may result in 
financial loss to the client if not rectified promptly 
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• there may be practical difficulties in obtaining agreement to 
adjustments at a late stage of the audit. 

We should avoid lengthy discussions of trivial or inconsequential 
errors. It is important to have clearly in mind the significance of an 
error before raising it with the client. 

65 The client should be encouraged to correct all known errors, 
other than those that are insignificant. Estimated errors should not be 
adjusted until sufficient further evidence is available for a reasonably 
exact quantification. Projected errors, calculated by the method of 
paragraph 5.8 above, should not be adjusted for, since the basis of 
their calculation is too uncertain. 

6.6 If the client decides to process an error, this should be indicated 
on the summary of errors and cross-referenced to the adjusting 
journal entry. The correction of actual errors found in sample tests 
does not, of course, constitute a disposal of the corresponding 
projected error. 

6.7 The audit senior should maintain a running total of the 
unprocessed errors so that he is able to inform the manager, in good 
time, of the possibility of errors being material in relation to the 
accounts. The manager should also be informed if there are large 
offsetting errors. 

6.8 At the completion of the audit, the senior or manager should 
conclude on the overall effect of unprocessed errors and summarise 
this conclusion in Points on Accounts. It may also be appiopriate to 
report certain errors formally to the client in the post-audit letter. 

6.9 If it was considered at the planning stage that there may be 
reasons for distorting the accounts (for example, to meet a profit 
forecast) this should be borne in mind when reviewing the errors 
found. 
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SAMPLING PLANTS 


1 Fixed Interval Selection 

1.1 One widely used method is fixed monetary interval sampling 
with a randomly chosen starting point. For example, a sample of 50 
items is to be selected from a population of Rs. 100,000. The sampling 
interval is calculated as 

value of population 

sample size 

Rs. 100,000 „ ^ 

or m this case _= Rs. 2,000 

50 

Where the sample size is calculated using the formula given in 
paragraph 3.13, the sample interval is 
testing material 

reliability factor 

A random number is then chosen between 1 and the sampling 
interval, say 477. The sample is then chosen as the 477th rupee, the 
2477th rupee, ihe 4477th, the 6477th etc. The items to be tested will 
then be the invoices or balances containing the 477th and the 2477th 
rupees and so on. 

IJ Samples may readily be selected in this manner using a 
computer-based interrogation package. The method may also be 
carried out manually, using a calculator. Where the casting of items 
needs to be checked in any event, selecting a sample in this way 
involves little extra work. The provision of frequent sub-totals (for 
example, page totals in a list of sales ledger balances) may reduce the 
time required to select the sample. 

1J The fixed interval sampling method has the disadvantage that 
the population may contain a pattern which coincides with the 
interval at which we select sample items. Such coincidences are rare 
but we should nevertheless be alert for them. 

2 More Approximate Methods 

2.1 Where it is impractical to add through the entire population, the 
following method provides a reasonably unbiased alternative to fixed 
interval sampling: 
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1 Remove (or isolate) high value or error-prone items for separate 
selection. 

2 Divide the remainder of the population into roughly equal sub¬ 
divisions, e.g. mark off the debtors ledger so that each section, after 
exclusion of high value or error-prone items, is roughly equal in 
value. 

3 Within each sub-division select the number of items required to 
achieve the desired sample size (for example, if there were 10 sub¬ 
divisions we would select a tenth of the total sample from each 
division). 

4 In selecting the sample items within each sub-division, choose 
high and low value items according to their relative proportions 
within the population (for example, if larger items make up more 
than half of the value of the population more than half the selections 
should be made from these larger items). 

12 Where it is not practicable to divide the population even in this 
way, it may be possible to stratify the population broadly in terms of 
value. For example, purchases may be obtained from a few major 
suppliers of raw materials, a slightly larger group of component 
suppliers and a large group of other suppliers; whilst in terms of 
volume of transactions the last group would dominate the records 
from which our selection is made, the three categories may each 
represent a third of total purchases in value. It is on the latter basis 
that the selection should be made. 

3 Non-Monetary Population 

3.1 The above methods are not appropriate when selecting from a 
non-monetary population (e.g. goods despatch notes), although the 
fixed interval method may be adapted by using an interval of a 
number of items rather than rupees. 

Alternatively, a method using random number tables may be 
used. To select a sample of, say, 50 items, 50 random numbers 
(between 1 and the number of items in the population) are obtained 
from tables of random numbers (or a random number generating 
computer programme and the items corresponding to those numbers 
selected. Forexample, if the first three numbers were 429,35 and 553 
then the sample would start with the429th item, the 35th item and the 
553rd item in the population. Further items are chosen in the same 
way, using a new random number for each one. 

3 J Neither of these approaches is wholly satisfactory, as the sample 
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will not be weighted towards the higher-value items. However, no 
generally satisfactory method of selecting a sample from unpriced 
items is available. A practical solution may be to select, say, a third of 
the sample by looking through the items and choosing those that 
appear to be of high value, and then selecting the remainder of the 
sample by one of the methods discussed above. 

4 Source oe Random Numbers 

4.1 Random number tables, or lists of random numbers, are 
available from several sources. 

4.2 Computer programmes to generate lists of random numbers are 
widely available. 

43 Isolated imdiom numbers may be obtained from the number on 
a Rs.5 note, by opening a telephone directory at random, or from 
other similar sources. 
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1 INTRODUCTION 

1.1 Chapters on audit planning and Chapter 5 on audit evidence set 
out the way in which assurance from internal control, analytical 
procedures and other substantive tests may be combined to provide 
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the desired level of overall assurance for each audit objective. This 
chapter looks in more detail at the part played by internal control in 
this process. 

12 We must decide at the planning stage the extent to which we 
intend to rely upon internal control in order to reduce the scope of 
substantive tests. 

IJ Normally we would not compliance test particular controls 
unless we anticipate that the time and cost involved will be at least 
recovered through a reduction in scope of our substantive tests. 
Irrespective of the strength of the controls, this cost benefit test is 
unlikely to be satisfied where: 

• the balance sheet figure or revenue or expense amount is made up 
of a small number of large items; or 

• the balance sheet figure or revenue or expense amount, though 
material, can be audited relatively easily by analytical review, e.g. 
rental income or royalty expenditure. 

lA Conversely, if the number of transactions or balances would 
otherwise necessitate very large substantive sample sizes, even a 
relatively small degree of reliance on internal control will normally 
result in a significant saving in audit time. 

1.5 Controls may be so poor that it is impossible to rely upon them 
at all. This situation is rare; nearly every enterprise has some sort of 
control system, even if its effectiveness may depend heavily on the 
integrity and efficiency of those responsible for operating it. 

1.6 Analytical procedures and other substantive tests may 
sometimes be incapable of providing adequate evidence that all 
transactions are reflected in the accounting records. If we are not to 
rely upon management assurances and to qualify our audit report 
accordingly, some form of evaluation and testing of internal control 
will be essential in a case like this. 

1.7 The timing of the final audit visit may make it impracticable to 
rely on substantive procedures alone. For example, effective 
substantive work on the bad debt provision or on the completeness 
of recording of liabilities may be put in jeopardy if the client’s 
reporting date is very soon after the year end. In such circumstances 
we may have to rely on internal controls even though we should not 
normally consider this to be an efficient strategy. 

1.8 We often rely on internal controls in limited areas of the audit 
only. It is helpful to discuss our planned audit approach with the 
client and to point out that we do not intend to test the operation of 
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controls in particular areas of the accounting system. Many clients 
rely on us to provide them with comments on the operation of their 
systems and they may wish to make a specific request for some 
compliance testing despite the additional costs involved. 

1.9 Similarly, if we decide that it is impossible or inefficient to rely 
upon internal controls at all, we may, at the discretion of the 
engagement partner, carry out a review of internal controls as a client 
service. A common example is that of a microcomputer-based system 
where, even though we do not intend to rely on controls comprised in 
computer programme procedures, we might review general controls 
over the security and integrity of data files and programmes and the 
arrangements to cover contingencies such as a computer breakdown. 

1.10 The remainder of this chapter deals with: 

• Types of internal control 

• Evaluation of internal control 

• Compliance testing 

• Conclusions and quantification of assurance gained. 

2 TYPES OF INTERNAL CONTROL 

2.1 ICAI has dealt with internal control in paras 18 to 20 of SAP-1 
which is reproduced in Appendix B. 

22 The Auditing Guideline on Internal Controls issued by ICAEW 
defines an internal control system as: 

“the whole system of controls, financial and otherwise, established 
by management in order to carry on the business of the enterprise 
in an orderly and efficient manner, ensure adherence to 
management policies, safeguard the assets and secure as far as 
possible the completeness and accuracy of the records. The 
individual components of an internal control system are known as 
“controls” or “internal controls”.” 

23 Our interest in internal control is much narrower than that of 
management. In the words of the Auditing Guideline, “the auditor's 
objective in evaluating and testing internal controls is to determine 
the degree of reliance he may place on the information contained in 
the accounting records”. 

24 The controls in which we are interested fall broadly into two 
categories: application controls and general controls. 

Application controls 

IS Application controls are basic controls over the completeness. 
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accuracy and validity of accounting information. They are so called 
because they are specific to particular accounting applications, e.g. 
the processing of sales invoices or the preparation of payrolls. Their 
essential feature is that they contain a procedure which either 
prevents or detects and corrects a particular type of accounting error. 

2.6 The following classes of control (the descriptions are taken from 
the Auditing Guideline) would normally be application controls: 

• Physical. These are concerned mainly with the custody of assets 
and involve procedures and security measures designed to ensure 
that access to assets is limited to authorised personnel. This 
includes both direct access and indirect access via documentation. 
These controls assume importance in the case of valuable, 
portable, exchangeable or desirable assets. 

• Authorisation and approval. All transactions should require 
authorisation or approval by an appropriate responsible person. 
The limits for these authorisations should be specified. 

• Arithmetical and accounting. These are the controls within the 
recording function which check that the transactions to be 
recorded and processed have been authorised, that they are all 
included and that they are correctly recorded and accurately 
processed. Such controls include checking the arithmetical 
accuracy of the records, the maintenance and checking of totals, 
reconciliations, control accounts and trial balances, and 
accounting for documents. 

General controls 

2.7 General controls, as the name implies, are those that determine 
the environment in which the application controls operate. They 
would normally include the following types of control (the 
descriptions are again taken from the Auditing Guideline): 

• Organisation. Enterprises should have a plan of their organisation, 
defining and allocating responsibilities and identifying lines of 
reporting for all aspects of the enterprise's operations, including 
the controls. The delegation of authority and responsibility should 
be clearly specified. 

• Segregation of duties. One of the prime means of control is the 
separation of those responsibilities or duties which would, if 
combined, enable one individual to record and process a complete 
transaction. Segregation of duties reduces the risk of intentional 
manipulation or error and increases the element of checking. 
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Functions which should be separated include those of 
authorisation, execution, custody, recording and, in the case of a 
computer-based accounting system, systems development and 
daily operations. 

• Personnel. There should be procedures to ensure that personnel 
have capabilities commensurate with their responsibilities. 
Inevitably, the proper functioning of any system depends on the 
competence and integrity of those operating it. The qualifications, 
selection and training as well as the innate personal characteristics 
of the personnel involved are important features to be considered 
in setting up any control system. 

• Supervision. Any system of internal control should include the 
supervision by responsible officials of day-to-day transactions and 
the recording thereof. 

• Management. These are the controls exercised by management 
outside the day-to-day routine of the system. They include the 
overall supervisory controls exercised by management, the review 
of management accounts and comparison thereof with budgets, 
the internal audit function and any other special review 
procedures. 

2.8 In the absence of general controls we will often by uncertain as 

to whether the application controls have been properly applied. 

For example: 

• if a member of staff is incompetent or doesn’t understand his 
duties, we cannot be confident when we see his initials on a 
document, that he has carried out the procedure the initials are 
intended to evidence. A general control—“personnel”—is lacking. 

• if the member of staff responsible for checking the accuracy of 
stock records is also responsible for the physical safe custody of 
stock, we cannot rely on him to report promtly shortages for which 
he may be blamed. A general control—“segregation of duties”—is 
lacking. 

• if the application control depends on a procedure within a 
computer programme, we cannot be confident that the correct 
version of the programme is applied to the data if the computer 
programmer also operates the computer. A general control— 
“segregation of duties”—is lacking. 

2.9 The last example in the preceding paragraph illustrates the 

special case of general controls needed to provide the right 

environment for computer programme procedures. They include 
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controls, for example: 

• to prevent or detect unauthorised changes to programmes and data 
files 

• to prevent or detect errors during processing, for example using 
the wrong versions of programmes or data files, or using them in the 
wrong sequence. 

The various purposes of general controls in a computerised system 
are discussed more fully in Appendix 8.1 to this chapter. The reason 
why they are regarded as a special case is explained in paragraph 3.17 
and 3.18 below. 

2.10 If we are to place a high degree of reliance on internal controls, 
it is essential that both general controls and application controls are 
present. Application controls, as already explained, may be vitiated 
by a lack of general controls. And general controls, on their own, can 
have only an indirect effect on the validity, accuracy and 
completeness of accounting information. 

3 EVALUATION OF CONTROL 

3.1 We evaluate internal controls by a systematic process, as 
follows: 

• we define the control objectives which must be met if substantive 
testing is to be reduced 

• we identify and assess the controls within the accounting system 
which affect the attainment of those objectives 

• we assess the likely degree of audit reliance on the controls. 
These steps are considered in turn below. 

Defining control ohjectixes 

32 The first step is to define the control objectives which must be 
met if substantive testing is to be reduced. The purposes of this step 
are: 

• to clarify which attributes (such as completeness, accuracy, 
validity) of control we regard as directly relevant. For example: 
“all goods despatched are invoiced” (completeness) is relevant to 
tests of understatement of income; “invoices are accurately 
prepared’” (accuracy) is relevant to tests both of understatement of 
income and of overstatement of debtors 

• to provide a structure for documenting our evaluation of controls. 
Thus both the person carrying out the evaluation and the person 
reviewing his conclusions will be clear as to the scope of that 
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particular part of the exercise. For example, the use of a control 
objective ‘‘all goods despatched are documented as a basis for 
subsequent invoicing” indicates that the assessment will 
concentrate on the stage of capture of the sales transaction. This 
can be contrasted with the two other examples of control 
objectives given earlier in this paragraph. 

33 The discussion of internal control in the chapters in Part 11 of 
this manual “Approach to specific areas” is built around a framework 
of pre-defined control objectives. It must be emphasised that these 
control objectives arc not prescriptive; our definitions of control 
objectives will vary in practice with the client’s accounting system. 
3.4 In defining a control objective, we need to consider; 

(i) the direction of the related substantive tests. Each substantive 
test we perform is carried out in order to obtain audit assurance 
in relation to one or more of the primary audit objectives set out 
on the current audit file dividers and discussed in Chapters 16 to 
26 of the manual. Since the purpose of evaluating and 
compliance testing internal controls is to enable us to reduce the 
scope of these substantive tests, it is important that the controls 
evaluated and tested do relate properly to the primary objectives 
where the reduction in scope is to occur. This means, among 
other things, that the direction of the controls must match the 
direction of the related substantive tests. 

(ii) which streams of transaction affect the amount in the accounts 
at which the substantive tests would be directed. This point is 
illustrated in paragraph 3.5 below. 

(iii) the stages in each transaction stream at which information may 
be lost or corrupted. This point is discussed in paragraphs 3.6 to 
3.10 below. 

35 Considerations (i) and (ii) in paragraph 3.4 above can be 
illustrated by an example. One of our audit objectives is to ensure that 
creditors are fairly stated. Assuming, for the sake of the example, that 
we are only discussing purchase ledger creditors, the transaction 
streams that affect the year end balance are: purchases; credits 
receivable (e.g, in respect of goods returned); journal adjustments 
(e.g. to correct foreign currency translation differences); and 
purchase ledger payments. Since our substantive tests on creditors 
are generally intended to confirm that creditors are not understated, 
the controls we will be interested in should also be directed at 
understatement. This is illustrated in Table 8.1. 
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Table 8.1 Transaction streams and the direction ot controls 



Lriors which would result in Objectives of relevant 
undeistatcment ot creditors contiols 


Transaction Stream 


Purchases 

Credits receivable 

Journal entries 


Purchase ledgei 
payments 


Understatement 

Overstatement 

Ovei and understatement 


Overstatement 


Completeness and accuracy 
ot recording 

Accuracy and validity of 
amounts recorded 

Completeness and accuracy 
of recording and accuracy 
and validity of amounts 
recorded 

Accuracy and validity of 
amounts recorded 


3.6 Consideration (iii) in paragraph 3.4 is to locate the stages in 
each transaction stream at which information may be lost or 
corrupted. For many transactions there arc three basic stages in the 
accounting system at which errors might occur. These are: 

(i) the stage at which the fact that the transaction has taken place 
and its principal details are first recorded, this might be 
described as the stage of “capture” of the transaction; an 
example would be the preparation of a despatch note; 

(ii) the stage at which the financial effect of the transaction is 
calculated and recorded in the form in which it will ultimately be 
reflected in the accounting records; an example is the 
preparation of a sales invoice; and 

(iii) the recording of the information generated in (ii) above in the 
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accounting records; for example the posting of the sales invoice 
to the sales and nominal ledgers. 

3.7 The three stages are illustrated in Table 8.2; a sales transaction is 
used as the example. Two features of the diagram need further 
explanation: 

(i) possible errors are headed (A), (B) and (C). Those headed (A) 
are of immediate concern where our control objective is 
concerned with the COMPLETENESS of sales (i.e. if we are 
testing for understatement of income). Those headed (B), 
conversely, are of direct interest where our control objective is to 
ensure the VALIDITY of sales (i.e. if we are seeking controls to 
prevent overstatement of debtors). Possible errors of inaccuracy 
(headed (C) in the diagram) are relevant whatever the direction 
of our test 

(ii) the diagram deals with the stages of processing up to accounting 
entry. In this example, the possibility of error through 
subsequent corruption of recorded data also needs to be 
considered. 

3.8 Clearly, the number of important stages of processing may vary. 
For example, in computer-based sales systems, it is not uncommon 
for the sales invoices to be produced and the ledgers updated 
simultaneously once customer orders are matched by details of the 
despatch of goods. In this case the second and third processing stages 
overlap. 

3.9 Although the later stages of processing may overlap, the stage at 
which tran.sactions are captured always merit .separate consideration. 
It is relatively easy to obtain assurance that all transactions, once 
recorded, are accurately processed thiuugh lu the accounting 
records, but much more difficult to be confident that all the 
transactions have been recorded in the first place. 

3.10 Furthermore, where testing for understatement, we will often 
require some assurance that controls over the capture of transactions 
are adequate if our substantive tests are to be effective. For example, 
a substantive test for understatement of sales which traces from 
despatch notes to the recording of sales in the nominal ledger will be 
ineffective unless we are reasonably certain that all sales give rise to a 
despatch note. 

Identifying and assessing controls 

3.11 The second step in the process of evaluating internal control is 
to consider the possible errors that might arise, as defined by the 
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Table 8.2—The stages of processing 



Despatch 


Possible errors 


(A) Despatch not recorded 

(B) Fictitious/duplicate despatch recorded 

(C) Details inaccurate 


Despatch note 


Possible errors 


(A) Sales invoice not produced 

(B) Fictitious/duplicate sales 

invoice produced 

(C) Sales invoice inaccurate 


Sales invoice 


Possible errors 


(A) Sales invoice not posted 

(B) Fictitious/duplicate posting 

(C) Posting inaccurate 


Dr sales ledger 
Cr sales account 
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control objective, and to identify and assess the controls that would 
prevent or detect and correct those errors and any weaknesses that 
might detract from the effective operation of those controls. 

3.12 The sections headed “Internal controPin Part II of the manual 
contain comments on possible errors and checklist of possible 
controls. Appendix 8.2 to this chapter contains a checklist of, mainly, 
application controls commonly found in the processing stages of 
most types of transaction stream. Carrying out the steps of 
considering possible errors and identifying controls will therefore 
involve reviewing our notes on the accounting system, helped by the 
section on internal control in the relevant chapter of the manual and 
by the checklist set out in Appendix 8.2. 

3.13 It should be noted that controls contained in the checklist may 
individually be ineffective; a single control will seldom prevent or 
detect an error by itself but will need to be supported by other 
controls. For example, a comparison of batch totals established prior 
to posting with the totals actually posted will be ineffective as a 
control unless any discrepancies are investigated. 

3.14 Conversely, the absence of a control included in the checklists 
should not in itself be interpreted as a weakness in control. In 
assessing the completeness of sales invoicing for example, failure to 
investigate unmatched sales orders may not be a weakness if the basic 
controls revovled round the use of prenumbered multipart despatch 
note/invoice sets for all despatches to customers. 

3.15 When assessing the effectiveness of a control, we must consider 
whether it is adequately supported where necessary by general 
controls: sec paragraph 2.8 above. 

3.16 We might consider these points, for instance: 

• does the person carrying out the control really take responsibility 
for it? Is delegation of authority and responsibility clearly defined? 

• is the person competent to exercise the control? Does he clearly 
understand the procedure? Is he sufficiently senior? 

• is there adequate segregation of duties? 

• where the control involves reconciliations of totals or comparisons 
of details on two documents, does the information come from 
independent sources? 

• does the person exercising the control have sufficient information 
available to do so effectively? Can he be expected to spend enough 
time on the task? 

3.17 It can be seen, then, that general controls will normally be 
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taken into account each time we assess individual application 
controls; no separate assessment of general controls is therefore 
necessary. The exception is where the application control is a 
procedure contained within a computer programme. In this case the 
general controls are assessed in a separate exercise known as an 
“1 nstallation Review”. The reasons for this are that the review of such 
general controls requires special skill and experience and also that the 
same general controls usually have an impact on a wide range of 
applications; it is therefore more efficient to carry out a single 
separate exercise. 

3.18 The installation review is discussed in Appendix 8.1 to this 
chapter. In assessing the effectiveness of a computer programme 
procedure we should take account of the conclusions of that review. 

3.19 The evaluation of controls gives rise to two particularly 
difficult matters of judgement. They are; 

• the assessment of whether the lack of segregation of duties vitiates 
particular application controls 

• the assessment of the possibility and likely consequences of a 
deliberate circumvention of controls by the management. This is 
commonly termed “management override”. It may be done in 
good faith, for example, to speed up the processing of a 
transaction to avoid offending an important supplier or customer. 

3.20 Some basic segregation of duties is a prerequisite to 
effective control whatever the size of the enterprise (see paragraph 2.7 
above). The purpose of segregation of duties is to ensure that no 
single employee is in a position to perpetrate and to conceal an 
irregularity. For example, if the sales ledger clerk is also responsible 
for collecting debts, he may be in a position to misappropriate a 
cheque and to conceal the defalcation by teeming and lading. 
Conversely, in an enterprise where duties are less rigidly defined, an 
experienced and competent bookkeeper may be a more effective 
obstacle to the occurrence of fraud or error because he has a proper 
understanding of the transactions being processed and a wider sense 
of his responsibilities. 

3.21 It is for the audit partner and manager to consider these issues 
in the light of the client's business and organisation and their personal 
assessments of the client's management and staff involved, and to 
help the audit senior in arriving at an appropriate assessment of the 
degree to which reliance can be placed on internal control in 
particular areas of the audit. 
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Assessing the likely degree of audit reliance 

3.22 The final step in the process of evaluating controls is to 
determine whether the assurance we are likely to derive from them is 
high enough to justify the additional cost of performing compliance 
tests or whether we should revert to a wholly substantive approach. 

3.23 This decision requires skill and judgement. It is rare to find a 
system in which the controls are so effective and so well evidenced 
that we may place maximum reliance on internal control. However, 
nearly every system, however rudimentary, provides us with some 
confidence that material errors will be prevented or detected. Our 
problem lies in quantifying this assurance and in obtaining suitable 
evidence in support of our assessment by compliance testing. 

3.24 A common cause of frustration for the auditor is a crucial 
control that leaves no evidence of its operation. If we are to place any 
significant reliance on a control, we must be able to obtain reasonably 
persuasive evidence that it has operated effectively throughout the 
period for which we wish to rely on it. 

3.25 The collection of such evidence, by observation, enquiry or 
inspection of written material, is the objective of compliance testing 
and this is dealt with in section 4 below. Some general comments can 
be made here: 

• the documentation of an accounting routine (such as agreeing a 
list of balances with a control account, preparing a trial balance or 
a bank reconciliation) is itself strong evidence that the control 
exists 

• evidence of an authorisation or approval check is more reliable if 
the person responsible has also to perform an accounting control, 
such as cross-referencing documents. For example, a sales invoice 
number entered on a despatch note is more persuasive evidence 
than an initial or signature that a clerk has checked despatch notes 
to sales invoices. The clerk could initial all despatch notes without 
checking to invoices, knowing that other emplayees would be 
unlikely to detect this omission, whereas he would be less likely to 
enter invoice numbers on despatch notes without actually 
checking to the invoices 

• observation of a procedure is the least satisfactory kind of 
evidence; our very presence may influence the manner in which the 
control is operated. 

326 We must consider the techniques of collecting the evidence 
likely to be available, the reliability of the evidence produced and the 
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practicalities of employing such techniques. For example: 

• will they require several visits to the client’s premises? 

• are they elaborate and time consuming? For example, the testing 
of general controls in a computer environment is time consuming 
and may require technical knowledge and skills specific to the 
particular combination of hardware and software employed in the 
installation. 

• in the case of computer-assisted audit techniques (see Chapter 10), 
to what extent will they require the involvement of specialist staff? 

• does the reporting timetable overrule these other practical 
considerations? 

321 An assessment of the likely degree of reliance on internal 
control cannot be made for each control objective in isolation. We 
need to consider all the control objectives affecting the audit 
objective. The reason is that little assurance will be gained, for 
example, as to the understatement of purchase ledger creditors if 
controls over purchase ledger payments are found to be weak even if 
controls over purchase invoices, credit notes and journal entries are 
strong. 

3.28 Where the substantive test programme includes representative 
testing. It will be necessary to quantify this likely degree of audit 
assurance on internal control to enable the scope of that substantive 
testing to be planned (see Chapter 7), Depending on the timing of the 
tests, we may have to plan on the assumption that compliance tests 
will be satisfactorily completed. The range of reliability factors 
suggested is from 0 to 1.5. A factor of 1.5 is equivalent to 78% 
confidence that material error would be prevented or detected by 
internal control. This is a high level of confidence and will only be 
appropriate where the controls themselves are strong and adequately 
evidenced and we are likely to have good reason as a result of our tests 
to believe that they have been consistently applied. At the lower end 
of the range, a factor of 0.5 (equivalent to 30% confidence) might be 
appropriate where there is some lack of segregation of duties and 
poor documentary evidence of control but our assessment (to be 
supported by observation and enquiry) indicates an effective system 
operated by competent staff. Between the extremes, moderate 
reliance would be represented by a factor of 0.9 (59% confidence) or 
1.0 (63% confidence). 

329 The process of evaluation of internal control is summarised in 
Table 8.3. As a result of this assessment we should be in a position to 
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answer the following questions: 

(i) are the controls strong enough to justify our going on to devise 
and perform compliance tests? or 

(ii) would it be more efficient to abandon our compliance approach 
and to perform only substantive tests on the items under 
investigation? 

Table 8.3—Evaluation of internal control 


STEP I-FOR EACH AUDI! OB.IECT1VE, DEFINE THE CONTROL 
OBJECTIVES 

• consider the direction ol related substantive tests 

• identify the various transaction streams affecting the amount in the accounts 
at which the substantive tests would be directed 

• identify the stages in each transaction stream at which information may be 
lost or corrupted 

STEP 2-IDENTIFY AND ASSESS THE CONTROLS 

• consider possible errors (as defined by the control objective) 

• use checklists in the relevant chapter of the manual and Appendix 8.2 

• consider general controls, in particular segregation of duties and the results of 
the installation review and the risk of management override. 

STEP 3- ASSESS THE LIKELY DEGREE OF AUDIT RELIANCE 

• consider the evidence of the operation of controls which we will be able to 
obtain 

• consider the practicality (e.g. costs, timing) of obtaining such evidence 

• consider all the control objectives affecting the audit objective. 


Recording the evaluation of internal control—ICASEs 

330 The ‘Internal Control Questionnaire’ published by ICAI may 
be referred to for evaluation of internal control. 

331 The firm’s standard audit form “Internal Control and 
Accounting Systems Evaluation” (“ICASE”) is used to record and 
evaluate the controls and weaknesses relevant to each control 
objective. Each ICASE covers one control objective(which should be 
cross-referenced to the audit programme). The first column records 
the controls and weaknesses and our initial assessment of them, the 
second column records our programme of compliance tests on the 
controls and the remaining columns record the results of these tests 
and any follow-up action. Appendix 8.3 contains a specimen ICASE. 

332 The controls should be listed in logical order so that it is quite 
clear to a. reviewer how they combine to provide control. Where the 
control objective coveis more than one stage of processing, it may be 
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helpful to deal with each stage separately under a suitable heading. 

333 If there are no controls over a particular stage of processing or 
the controls are inadequate, the resulting weak ness, together with the 
possible consequences, should be clearly set out and, if necessary, 
cross-referenced to a paragraph for inclusion in the management 
letter. We should remember that general controls such as the division 
of duties, internal check and adequate supervision of .staff are 
fundamental to our evaluation and should be specifically considered 
on the ICASE. 

334 The report of the Installation Review (see Appendix 8.1) will 
include an assessment of whether reliance can be placed on the 
correct operation of computer programme procedures. Specific 
reference to this assessment must be made on the ICASE in respect of 
the procedure concerned. 

335 At the bottom of the first column of each ICASE, we should 
note our asse.ssment as to whether or not there are effective controls 
that meet the control objective and whether or not we are likely to be 
able to carry out compliance tests on these controls. 

336 For each audit objective, we should prepare a summary of our 
assessment of all the relevant control objectives and draw a 
conclusion as to the degree to which we can rely on internal controls, 
assuming that compliance tests provide satisfactory evidence of their 
consistent operation. 

4 COMPLIANCE TESTING 
Introduction 

4.1 The Operational Guideline “Internal Controls” issued by 
ICAEW states: “the auditor is not entitled to place any reliance on 
internal controls based solely on his preliminary evaluation. He 
should carry out compliance tests to obtain reasonable assurance that 
the controls on which he wishes to rely were functioning both 
properly and throughout the period.” 

43 In designing our compliance tests we therefore face three 
questions: 

(i) How do we obtain evidence that the controls were functioning 
properly? It is not sufficient for us simply to check, for example, 
that transactions were accurately recorded; we need some 
evidence that the procedure for ensuring such accuracy was itself 
actually in operation during the process of recording. 
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(ii) How do we obtain evidence that the control operated 
throughout the period during which we intend to rely upon it? 
We are normally present on the client’s premises only for a very 
short period during each year. Our problem is tjierefore to 
obtain evidence that the controls observed during the audit visit 
were functioning properly at other times. 

(iii) How much evidence do we need? If the control is performed by a 
computer programme, the test of the opeiation itself need only be 
done once, provided we are satisfied, through our review and 
testing of general controls, that it will operate consistently. If the 
control is clerical, we will have to satisfy ourselves that the 
frequency with which lapses occur is below an acceptable level. 
43 The answers to these questions vary with the type of control and 
the degree of reliance we intend to place upon it. Some general 
guidance is given below. 

Compliance testing of general controls 

4A Since general controls do not usually give rise to any 
documentary evidence of their operation they must be compliance 
tested principally through observation and enquiry. Scrutiny of 
documents and records is also helpful. 

43 Observation during audit visits will give us an impression of 
how a system operates in practice, whether staff are competent and 
conscientious, whether established procedures are closely or only 
vaguely followed, whether senior staff actively supervise their 
departments, whether the position of departments within a building 
is conducive to segregation of functions and whether access to 
valuable assets, important documents and accounting records and 
processing equipment is properly restricted. 

4.6 Judicious enquiry may greatly enhance the value of observation. 
For example, is the opening of the post or the quarterly stocktake always 
supervised and, if so, what happens when the supervisor is absent? 
Frequently explanations received from one member of staff may be 
corroborated by enquiry of another, while conflicting accounts of 
procedures will indicate that the procedures are not properly 
understood or supervised. We may also gain a fuller understanding of 
the strengths and weaknesses of a system by asking whether errors 
have occurred and, if so, why they occurred and how they were 
detected. 

4.7 Scrutiny of records may also help us to assess whether general 
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controls have operated consistently. For example, scrutiny of the 
computer operations log may provide evidence of the operation of 
general controls over processing. T o take another example, if a senior 
accountant reviews the work of more junior staff from time to time 
and initials the documents checked, we may scrutinise files of 
documents to confirm that this, essentially supervisory, control has 
been operated. 

4.8 Certain types of computer-assisted audit techniques may also be 
useful in providing evidence of general controls in a computer-based 
system. For example, if the computer operations log is retained on 
magnetic media, it may be possible to interrogate the file for signs of 
anomalous activity. The use of such techniques is discussed further in 
Chapter 10. 

Compliance testing of application controls 

4.9 There is, generally, written evidence of the operation of clerical 
application controls, the most common example being the initialling 
of documents at each stage in the processing of a transaction to 
indicate that that stage has been completed. Other examples are the 
maintenance of registers showing definitively the number.N of the 
various documents involved in the processing of each transaction, the 
cross-referencing of one document to another, and the preparation of 
proofs and reconciliations. 

4.10 A compliance test will therefore consist typically of the 
selection of a sample of documents to check that the control on which 
we wish to rely has been applied to each document. Where the control 
consists of a clerk checking details on invoices to goods recieved notes 
and evidencing this check by initialling the invoices, we would, for 
instance, check that each invoice in our sample was initialled by the 
clerk. 

4.11 Where evidence of a control is a signature or similar marking, 
whether or not it is allied to a further control such as the cross- 
referencing of documents, we would normally not only examine the 
evidence of the control but also reperform the control procedure. In 
the example given in the previous paragraph, we would also check 
that the principal details on the invoice agreed with the goods 
received note. 

4.12 The documentation of an accounting routine, such as agreeing 
a list of balances with a control account, preparing a trial balance or a 
bank reconciliation, is itself strong evidence that the control exists. 
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Hence it is not normally necessary to reperform the accounting 
routine other than, perhaps, at the year end. We might instead scan 
the list of balances, trial balance, reconciliation, etc, and agree the key 
figures, such as the balance as per the control account, cash book or 
bank statement. Ou r aim will be to check that the reconciliations have 
been properly and regularly prepared and, if possible, to confirm that 
they have been prepared or reviewed by a member of staff 
independent of the maintenance of the records being “proved”. 

4.13 Written reports produced as a result of the exercise of a 
control, such as internal memoranda or exception reports, also 
constitute strong evidence that the control exists. Scrutiny of such 
reports may give us an indication of how well the procedure was 
carried out. We may need to reperform the control, for example to 
check the numerical continuity of processed documents and to ensure 
that all gaps in the sequence were identified by the exception report 
and that the reasons for all of them were established in the follow-up 
procedures. 

4.14 Where the procedures are incorporated within a computer 
programme, a computer-assisted audit technique such as those 
described in Chapter 10 may be used to provide evidence that the 
procedure exists and is properly designed, although we will have to 
draw on the strength of general controls for reassurance that the 
procedure is consistently applied correctly. 

4.15 Where there is no documentary evidence of a control such as 
an authorisation of approval check, our compliance tests will be 
restricted to observation and enquiry. These are generally low in 
reliability on their own, although there are instances, such as the 
observation of control procedures during stocktaking, where they 
can be highly effective. 

Period to be covered 

4.16 Most of our compliance testing will be done on interim visits to 
the client during the year rather than at the final stage of the audit. 
Where we wish to place a high degree of reliance on internal controls, 
compliance tests carried out at the interim should normally be 
extended to the year end at the final visit. 

4.17 However, we need not extend compliance tests in this way if we 
are placing only a moderate degree of reliance on internal and if: 

(i) we are satisfied that there is a reasonable standard of general 
controls which ensure consistent performance of procedures 
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(ii) we are satisfied from enquiries that there have been no changes 
in the system since the interim visit; and 

(iii) the results of our compliance tests at the interim were 
satisfactory. 

Extent of testing 

4.18 The extent of compliance testing will depend upon the nature 
of the control and the degree to which we wish to place reliance upon 
it. Deciding upon the extent of evidence needed is a matter of 
judgement for the audit manager. Other considerations are the 
continuity of client’s staff and previous audit experience. 

4.19 Where the control operates infrequently, as in the case of 
monthly or weekly accounting routines, the population to be sampled 
is small; no general guidance can usefully be given. 

4 JO I n the case of larger populations, for example documents to be 
sampled for initials and cross-references, a sample size of 50 items is 
recommended. The following paragraphs explain the preference fora 
sample size of 50 to either another standard .sample or to an 
adjustable sample size. The purpose of the explanation is to help staff 
in assessing the degree of reliance that can be placed on the results of a 
test of 50 items and in deciding upon an alternative level of testing if 
particular circumstances require it. 

4.21 The considerations involved in determining the correct sample 
size for a compliance test are complex; one approach is to vary the 
sample size from test to test according to the degree of confidence 
required from the test and the maximum rate of deviation from 
prescribed procedures throughout the population that could be 
(olerated before the auditor abandoned his reliance on the control. 
4J2 Where a small number of items, selected at random from a 
large population, are tested and no errors arc found, the most likely 
rate of error in the population indicated by the sample is nil. However 
there is a risk that the sample is not representative of the population 
as a whole. This risk is far greater if the actual rate of error in the 
population is low than if it is high since we would be less likely to draw 
an error-free sample 1 rom a population which is full of errors than we 
would if, say, only one item was wrong. (Note that, in the context of 
compliance tc.sting, an ertor is a lapse in the operation of the control, 
which may not necessarily result in an accounting (monetary) 
error). 

4.23 1 he aim in setting a sample size is to ensure that the risk 
referred to above is kept down to an acceptable level. This may be 
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done by establishing firstly the maximum rate of compliance errors 
we would accept in the population (the “tolerable error rate”) and, 
secondly, the acceptable level of risk that the true rate of compliance 
errors is greater than this maximum. For example, if we wish to be 
95% confident that the rate of deviation from prescribed procedures 
if 5% or less, we can establish using statistical tables, that the sample 
size necessary to support this conclusion (assuming no errors are 
found) is 60. A sample of 60 would also support other conclusions 
such as 70% confidence that the deviation rate was less than 2%. In 
this way it is possible to adjust the sample size to the conclusion we 
wish to draw from each test. This approach has its adherents, 
particularly in the U nited States. However, a degree of assurance that 
a procedure is being carried out with a certain minimum level of 
consistency cannot simply be translated into an appropriate degree of 
reliance that internal control will prevent or detect material 
accounting errors. 

4.24 The virtue of the use of a fixed sample size of 50, is that it is 
simpler to employ and is more compatible with the Judgemental 
approach to evaluation ol internal control set out in section 3 of this 
chapter. 

425 When a sample of 50 items is tested out of a large population 
the following conclusions may be drawn (assuming no errors are 
found): 


Approximate confidence level jor That population error rate 

population of: « less than: 


1,000 

50,000 


9m 

91%, 

5%, 

88% 

87%, 

4% 

79% 

78%, 

3% 

73% 

72%, 

2.5% 

64% 

64%, 

2% 


426 The approach to substantive sample sizes adopted by the firm 
(see Chapter 7) requires a conclusion about internal control to be 
phrased in terms of our confidence that material error if it exists will 
have been detected or corrected by internal control. The population 
compliance error rates indicated in the table above cannot easily be 
restated in terms of material accounting error. It is extremely unlikely 
that if, say, 4% of purchase invoices have not been initialled to 
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indicate that they have been matched against goods received notes, 
the accounting error will be as high as 4% of the purchases figure. Not 
all of the uninitialled invoices will be incorrect, and few, if any, of the 
incorrect invoices will be 100% inaccurate. Though the actual 
percentage monetary error will nearly always be lower than the 
percentage compliance error, it is impossible to give general guidance 
as to how much lower it will be. The relationship between tolerable 
compliance error late and monetaiy material error will vary 
according to a number of unquantifiable factors such as the 
likelihood of error existing in the first place. 

4,27 For the sake of comparison the table below shows the various 
confidence levels for different rates of tolerable error, for samples of 
25 and of 100 (in both cases assuming no errors are foundj. The 
population size is assumed to be 1000. (The figures fora population 
size of 50,000 are not significantly different.) 


Approximate 

confidence levels 

That the population 

for sample size oj: 

compliance error rate 

25 

100 

less than: 

im 

99 %. 

5 % 

64 % 

99 %, 

4 %, 

54 % 

96 %. 

3 % 

47 % 

93 %, 

2 . 5 % 

40 % 

88 %. 

2 % 


42S Where two independent control procedures operate with the 
same control objective, it may be acceptable to draw only one sample 
of 25 and compliance test each item for both controls. An example is a 
system in which expense invoices are checked and initialled by one 
person before being passed to the cheque signatory who also checks 
and initials them. 

4,29 In most other cases, however, the confidence given by samples 
of 25 is so low that it is not cost-effective to compliance test at this 
level. In the firm’s view, if a control feature is of sufficient 
importance to justify a representative compliance test of details, a 50 
item sample should be taken. Control procedures of minor 
consequence may be subjected to scrutiny tests. The confidence given 
by samples of 100 is significantly higher than that derived from 
samples of 50, but the additional confidence is n#t normally justified 
by the additional work that must be done; furthermore the adoption 
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of compliance samples of 100 as a norm would give undue emphasis 
to checks of initials, signatures and cross-references on documents, at 
the expense of tests of observation, enquiry and scrutiny, in the 
evaluation of internal control. 

Dual-purpose samples 

4.30 A dual-purpose sample is one in which the items will be tested 
for more than one purpose and from which more than one conclusion 
will be drawn. One example is given in paragraph 4.28 above; in that 
example conclusions would be d ra wn on the consistency of operation 
of each control. 

431 A different type of example is where the sample is to be used 
both for a compliance test and a substantive test. For instance, we 
might verify the validity and accuracy of purchases recorded m the 
nominal ledger by tracing a sample to the purchase invoices and 
goods received notes (a substantive test). The same sample might be 
used to check control procedures (compliance tests) such as the 
initialling of the purchase invoices as authorisation for posting and 
cross-references to the goods received notes as evidence that the 
details had been matched. 

432 Samples for compliance tests should theoretically be drawn at 
random without bias towards high value items. However in practice 
where the same sample is to be used both for compliance and for 
substantive tests, and the substantive tests demand value-oriented 
selection (as in the example in paragraph 4.31 above) a bias towards 
high value items will be necessary. The alternative, which is to make 
two selections, is not normally cost-effective since the additional 
comfort gained from making an unbiased .selection for the 
compliance test will be outweighed by the additional time and 
expense involved in setting up two .samples. In calculating the sample 
size for the substantive test, it is quite legitimate to rely upon the 
compliance evidence produced by the compliance test, even though 
this evidence derives from the same sample. Where, as a result, a 
compliance test sample is biased towards high-value items, we should 
confirm by enquiry and/or scrutiny that the .same control applies to 
all Items processed irrespective of si/e. 

Documentation oj tests 

433 Each compliance test relevant to the control objective should 
be de.scribed m the “Description of te.st” column of the ICASE. The 
description of the test should include: 



INTERNAL CONTROL 


145 


(i) the nature of the procedure and thecontrol(s) to which it relates 

(ii) the names of the records to which the procedure is to be applied 

(iii) the period to be covered by the test 

(iv) the criteria for selecting items for the test 

(v) a note, in the appropriate column, of the number of items tested. 

4J4 It is most important, particularly where the test involves 
formal sampling, that the tests to be carried out are clearly described 
so as to prevent any ambiguity as to what constitutes an error. For 
example, if the documents to be examined are required by the system 
to contain two sets of initials but only one set is evidence of 
independent review, we would have to decide commencing our 
test whether we are checking for both sets or for the second set only. 

435 The schedules used to document the compliance tests 
performed should be cross-referenced to the relevant test description 
on the ICASE. These schedules should be as brief as possible. In 
many cases it will not be necessary to transcribe details from the 
documents inspected; a record of their definitive numbers together 
with a series of audit licks will suffice. 

Dealing with compliance errors 

436 A compliance error may take one of two forms: 

(i) missing evidence of the operation of a control (for example, it a 
control feature is the checking of purchase invoices to goods 
received notes and writing the goods received note numbers on 
the invoices, the absence of a goods received note number on an 
invoice would constitute an error, even if the relevant goods 
received note could be traced and the details agreed) 

(ii) failure of the control (for example, in the case of the control 
feature described above, there would be an error if the quantities 
on the goods received note did not match those on the invoice, 
even though the goods received note number was noted on the 
invoice). 

437 Errors of missing evidence 

437.1 Most errors in compliance tests are errors of missing 
evidence, that is the expected evidence (e.g. initials on a document) of 
the operation of the control is not present. Since the object of a 
sample is to be representative of the population from which it is 
drawn, we must assume unless there is evidence to the contrary that 
similar errors exist in other items not tested. 
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431.2 For this reason, upon discovery of a compliance error and 
before taking further action, we should first check that our 
understanding of the objective and the operation of the control 
feature is correct. For example, we might have understood that a 
senior official reviews all credit notes and evidences this review by 
initialling them, where, in fact, he only reviews those credit notes 
which are not in respect of goods returned. In such cases we should 
amend our record of the system and reconsider both our assessment 
of it and our audit approach, 

4313 If our understanding of the system is in fact correct, our next 
step will be to try to discover the reason for the error since its 
significance will depend upon the extent to which it is representative 
of the population as a whole. It is possible that the error has occurred 
because of the temporary absence of an experienced employee. If so, 
the error will not be representative of the population as a whole but 
only of a small part of it, in this case all those transactions processed 
during the absence of the experienced employee. Alternatively, the 
error may have been caused by some unusual characteristics of the 
transaction itself (for instance, a purchase of raw materials not 
normally used in production), which resulted in an isolated deviation 
from the established control process. Again such errors cannot be 
considered as representative of the whole population. 

4.37.4 Having analysed the reasons for each error in our sample wc 
must reconsider the contribution made by the procedure under lest to 
our reliance upon internal control. This assessment will be a matter 
for professional Judgement bearing in mind the possible error rates 
set out in Table 8.4. The table gives a range of conclusions which may 
be made when one, two or three representative compliance errors are 
detected in a sample of 50 drawn from a large population (over 
50,000). 


Table 8.4~Effect of errors 


Approximate confidence level /or sample of SO 

Thai rate of compliance 

where no. 

of errors identified i 

fv; 

error in population is less 

I 

2 

3 

than: 

12% 

45% 

24% 

5% 

60% 

32% 

14% 

4% 

44% 

19%, 

6% 

3%, 

35% 

13% 

3% 

2.5% 

26% 

8%, 

2% 

2% 
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431S It can be seen from Table 8.4 that where three errors are 
discovered in a compliance lest virtually no weight at all can be given 
to the control procedure under test; where two errors are identified 
the situation is little belter; if there is only one error we should still be 
able to derive some, though limited, comfort from the operation of the 
procedure even if there were no other dependable controls over the 
key objective. 

437.6 It should be emphasised here that the existence of three or 
more compliance errors in a representative sample will not 
automatically cause us to abandon all reliance upon internal control. 
There will nearly always be other controls with the same objective 
which we may have tested by observation and enquiry, or by scrutiny 
and continuity tests which are not invalidated by the findings from 
our sample. Furthermore, there may be other controls susceptible to 
formal compliance test ing. For example, consider the situation where 
two controls to ensure that all despatches are invoiced are the noting 
of invoice numbers on despatch notes and the maintenance of a 
register of despatch note numbers in numerical order, against 
which the invoice numbers are noted. A compliance lest on the first 
control may reveal instances where the invoice number is not noted 
on the despatch note. We might then design a compliance test to 
check the operation of the register 

437.7 Where more than three errors are discovered before 
completion of a compliance test, it will not normally be worth 
continuing the test. The control procedure in question should be 
designated unreliable and our compliance testing strategy 
reconsidered. 

4.38 Failure of control 

438.1 A compliance test may reveal substantive (i.e. monetary, 
accounting) errors. These are more serious if they occur in items 
which have apparently been controlled. For instance, if a purchase 
invoice has been initialled to indicate that it has been checked against 
a goods received note, but our audit test reveals that the quantities 
and descriptions do not in fact agree, we can have little confidence in 
the initials appearing on other purchase invoices. We should 
therefore abandon any reliance placed upon such evidence of 
control unless it can be shown that the error resulted from special 
circumstances such as the inexperience of a temporary clerk, 
employed as cover for a permanent employee. 

4383 Where substantive errors coincide with a failure to evidence 
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the controls, it is possible that the control did not operate in these 
instances and that the errors would have been detected if it had. 
4383 Whether or not we decide to adjust our reliance on internal 
control, a substantive error identified in a compliance test should be 
regarded as representative. The treatment of substantive errors in 
representative tests is dealt with in Chapter 7. 

5 CONCLUSIONS 

5.1 Having completed our compliance tests, we must evaluate the 
confidence derived from internal control. As already seen in section 3 
above, this is not a matter of looking merely at individual control 
objectives. A memorandum should be prepared, summarising the 
findings on the individual ICASEs and drawing an overall conclusion 
as to the extent to which we can derive audit assurance from internal 
control for the relevant audit objective. 
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THE COMPUTER INSTALLATION REVIEW 


1 INTRODUCTION 

1.1 An installation review is a review of the general controls in a 
computerised accounting system. It is referred to in paragraphs 2.9 
and 3.17 of Chapter 8. 

\1 This appendix briefly describes the procedures comprised in an 
installation review and its objectives. It first outlines the various 
objectives of general controls in a computerised accounting system 
and then defines the purpose of an installation review. Finally it 
describes the elements of the review; recording the installation, walk¬ 
through, assessing the installation, and reporting findings and 
conclusions. 

2 GENERAL CONTROLS 

2.1 The meaning of the expressions “general controls” and 
“application controls” and examples of such controls within 
accounting systems generally, are given in section 2 ol Chapter 8. 

22 Where a system is computerised, general controls are needed to 
ensure the proper development and implementation of applications, 
and the integrity of programme and data files, and ot computer 
operations. 

23 To achieve this controls are required: 

• over application development; for example there should be 
written specifications of proposed new applications which are 
reviewed and approved by appropriate levels of management and 
user departments prior to development and proper procedures for 
testing new applications prior to live running 

• to prevent or detect unauthorised changes to programmes, for 
example there should be restrictions such as password controls 
over access to the source code of live programmes, and producers to 
approve changes before their implementation 

• to ensure that all programme changes are adequately tested and 
documented 

• to prevent or detect errors during programme execution; for example 
there should be adequate supervision and training of operating 
staff and there may be software controls to protect against running 
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programmes in the wrong sequence or using the wrong versions 
of data files 

• to prevent unauthorised amendments to data files; for example 
there may be password protection on a product master file 
allowing all users to read the file, whilst restricting changes to a 
limited number of authorised persons 

• to ensure that systems software is properly installed and 
maintained. There should be controls over the maintenance of the 
operating system as well as application programmes (considered 
above) 

• to ensure that proper documentation is kept. Adequate 
documentation is fundamental to the efficient day-to-day 
operation of a system; without it, the task of proper maintenance 
of the system and recovery from disaster is made difficult, if not 
impossible 

• to ensure continuity of operations (see paragraphs 2.4 and 2.5 
below) 

• physically to protect the equipment against malicious damage. 

24 The adequacy of protection against disruption of processing is 
of major concern and forms the foundation on which the 
management’s ability to maintain the books of account rests, 

2^ Examples of measures taken to ensure continuous processing 
are: 

• the regular copying of data files and programmes currently in use, 
and separate storage of the copies. If the latest version of a file is 
destroyed, it is important that a reasonably up-to-date copy is 
available 

• environmental controls, including fire precautions, air 
conditioning and alternative power supplies for the computer 
room 

• the maintenance of standby arrangements. In the event of a 
computer breakdown (or more serious loss) it is important that 
arrangements have been made lor stand-by computer processing 
facilities. Stand-by equipment should be tested on a regular basis 
to ensure that it is still compatible 

• as already explained, adequate documentation of the system. This 
is particularly important where the client has purchased a package 
from a third party, where maintenance of the system, without 
documentation, would be a considerable problem should that 
party go out of business. 
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3 THE OBJECTIVE OF THE INSTALLATION REVIEW 

3.1 The review has iwo overlapping objectives which are: 

• to ensure that there are sufficient general, precautionary controls 
to promote continuous processing and the integrity of data files; 
and 

• to relate the strength of installation procedures to the audit 
assessment of specific accounting systems. If our review of a 
specific accounting system shows that the client relies on computer 
programme steps in relation to particular control objectives, we must 
assess whether there are sufficient general controls to enable us to 
rely on the consistent operation of those computer programme 
procedures, 

3.2 It is important that the overlapping nature of the above two 
objectives is not overlooked. The first objective is the basic 
requirement; if it is not achieved the client’s ability to maintain proper 
books of account is called into question. Satisfactory achievement of 
the first objective is a precondition to any consideration of the 
second. 

3J The .second objective is of particular relevance when 
considering whether or not compliance testing is appropriate in areas 
involving the computer. In this context, it is often the scale of the 
computer function which is the overriding factor; in most small 
installations (becau.se, for example, of the number of staff involved) 
there will be insufficient general controls to enable us to place reliance 
on procedures which ate mainly exercised only by the computer. 

4 ELEMENTS OF THE REVIEW 
REC'ORDINC. INSIAILAIION PRCX’KDURES 

4.1 I he basic details of each client’s computer hardware and 
software, the physical layout and security of the area housing the 
computer and magnetic files, and our Installation Assessment are 
recorded in the Computer Permanent Notes File (CPNF) along with 
descriptions of the main functions associated with the computer: 

• organisation 

• systems development and maintenance 

• operations 

• librarian function 

• data capture 

• data control. 



152 


PRACTICAL AUDITING 


42 Applications currently computerised (and those under 
development or proposed) and notes on any computer-assisted audit 
techniques used on the audit are also filed on the CPNF. 

Walk-Through 

43 While compiling the permanent notes on the client’s 
installation, staff will confirm by observation, scrutiny and 
discussion with the client’s staff, as far as possible, that the 
information provided by the client is accurate. Further corroboration 
of the record of the installation may be obtained while documenting 
the individual accounting applications and in subsequent audit tests. 

Assessing the Installation 

4A Our assessment of the system is based on installation checklist 
covering the following areas: 

• installation details and overview 

• segregation of responsiblities and overall management 

• system software (operating system and related software) 

• physical security and logical (software) access controls 

• computer operations (including hardware maintenance) 

• data preparation and data control 

• library function (data and software) 

• data retention and purge procedures 

• back-up, recovery and restart procedures 

• insurance cover 

• systems maintenance and change control 

• systems development controls 

• system testing and user acceptance 

• data security and administration 

• telecommunications. 

43 Each section of the checklist addresses a control objective, for 
example: 

• there should be adequate management control and segregation of 
responsibilities both within the data processing function and 
between the application users and data processing, supported by 
an appropriate organisational structure 

• there should be adequate controls to ensure the integrity and 
continuity of day-to-day computer operations. 

4jS a conclusion is completed for each control objective stating the 
extent to which it Is satisfied. 



INTERNAL CONTROL 


153 


4.7 On completion of the questionnaire, a memorandum is 
prepared containing a summary of the Installation Review and an 
overall assessment of the installation. 

4.8 The memorandum will be detailed enough to enable other 
members of the audit team to complete their assessments of 
individual applications on ICASE forms without having to refer to 
the whole of the computer permanent notes file. 

Reporting 

4.9 Normally a separate installation management letter is sent to 
the client. 

4.10 The style of reporting will vary. Where we cannot place audit 
reliance on the installation procedures in assessing specific 
accounting systems, but where there is a satisfactory level of general 
precautionary procedures subject to specific weaknesses, our report 
will suggest improvements regarding the specific weaknesses. The 
suggestions will not necessarily seek to bring the level ot controls up to 
that wnich will justify compliance testing (since by virtue of the 
client’s size this may not be possible). 

4.11 Where there is not even a satisfactory level of general 
p.''ecautionary procedure, there is a genuine danger that the 
maintenance of proper books of account cannot be sustained (and, in 
extreme cases, where the company relies heavily on the continuous 
availability of computer facilities, that it will have to curtail or to 
cease its trading operations). This situation represents a serious 
potential problem which should be reported although, fortunately, it 
is not often encountered. 
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CHECKLIST OF PROCESSING CONTROLS 

This checklist sets out the controls commonly found in the processing 
stages of most types of transaction streams. It is divided into the 
following sections: 

• General controls 

• Completeness 

• Validity 

• Accuracy 

The checklist should be used, when considering possible errors and 
identifying the corresponding controls, in conjunction with the section 
on internal control in the appropriate chapter of the manual. 

Most of these controls apply‘f)oth to computerised and manual 
systems, although in the smaller manual system formal controls are 
unlikely to be encountered. 

It is important that our assessment covers not only the processing of 
transactions, but also procedures for creating and maintaining 
standing data. Formal controls over standing data will usually be 
present only in computerised sy.stems. 

1 GbNERAL CONTROLS 

• Restriction of access to computer files through password security— 
attempts to breach security reported by system 

• Controls over knowledge and availability of passwords— 
passwords changed frequently 

• Physical controls over access to non-computerised records 

• Division of duties between preparation, authorisation and input 
of source documents 

• Adequate audit trial enabling all entries to be identified and traced 
back to documentation 

• Periodic review, for example, of details held on master files. 

2 COMPLETENESS 
Individual items 

• Input documents serially numbered 

—Computer check to identify and report missing numbers 
—Investigation of missing numbers 

• Computer matching of input with details already on file to identify 
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“missing” input (e.g. despatch records for which no corresponding 
invoice has been input) 

—Investigjation of discrepancies 

• One-for-one check of copies of input documents to report of input 
—Evidence of check. 

Use of Control Totals 

• Record kept of totals (numbers, value, etc.) of dociments 
submitted for input 

—agreement with numbers and amounts posted or reported by the 
computer as accepted 
—investigation of discrepancies. 

3 VALIDITY 
Individual items 

• Input documents serially numbered 

—computer rejects and reports duplicated numbers or duplicated 
details 

—reported items investigated 

• Independent check of evidence of authorisation 

- unauthorised documents followed up 

• Details input matched with details already on file 

- mismatches rejected 

- rejected items investigated 

• Cancellation of source documents at the time of processing to 
prevent resubmission or double processing. 

4 ACCURACY 
Use of control totals 

The use of control totals noted above provides control over the 
accuracy of values. In addition, accuracy in other fields, such as 
account codes, may be controlled by totalling and by subsequently 
agreeing the totals accumulated by the computer. Such control totals 
are often referred to as hash totals. 

Individual items 

• Details input checked against information already held on file, for 
example: 

(a) account name and code both input and checked against 
details on client master file; inconsistency between the two leads to 
rejection 
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(b) relevant invoice numbers for cash receipts input alongwith 
details of amount received and account code computer matches 
with invoice numbers already on sales ledger account 
—rejected items investigated 

• For on-line input, master file details displayed to allow visual 
confirmation by operator (e.g. input of account number results 
in display on the screen of the account name which the operator 
then agrees to the posting document) 

• Copies of source documents checked one-for-one and field-by¬ 
field against report of items input or processed 
—correction of errors 

• Programmed edit checks such as: 

—Format checks 

—Check digits, for example in accounts numbers 
—Limit or range checks 

• Documents for processing well designed; for example: 

—Forms pre-coded wherever possible 

- Input forms consistent with order of screen prompting for on¬ 
line input 

Calculations Performed by Computer 

• computer checks on accuracy (e.g. overall calculation checks) and 
reasonableness (e.g. reporting items outside specified limits) 

• manual checks on accuracy of calculations, e.g. review of output 

• adequate procedures for identified discrepancies. 



APPENDIX 8.3 



CONTROL OBJECTIVE 


_All completed orders reprwentinfl goods rfespatchdd arn accurately invoiced 



W I 1 DESPATCH NOTES (WHICH ARt- PART OF THE SAIFS ORDER DOCUMENT SET) ARE 


USED AS THE INPUT TO PRODUCE SALES INVOICE 


Program Faaturss 


Incomplete orders list is produced whii h identifies orders tor which no D N input has been 


received 


Invoices produced in respect ol all order tlaijcjed on .«i eptnd orders file flagging is done 


automatically followirg input of D N s 


Invoice quantities taken from D N compared with accepted orders file to ensure quantity 


lass than or equal to order 


Invoice price is determined by reference to produc i c c'ctc" disc ount tiy reference to suppliers 


a/c code digit 


Installation Review concludes that we cannot totally rely on pioqram control features 


Clerical features 


Orders are recorded in the Sales Order Book (SOB) and pmed manually Invoices are 


noted in the S.O B alongside the relevani order and details including pm es are agreed 


Differences are investigated and noted m the SOB 


Items appearing on the Outstanding Orders piintout are reviewed hy the Sales Dept 


Reasons tor the delay in despatch are noted by each item 


The Outstanding Orders printout is compared with the SOB weekly and differences are 


listed and investigated 


The accountant reviews the Outstanding Orders pninoiil the SOB and the list of 


differences each weak The printout and SOB are initialled when all differences are 


satisfactorily accounted for _ 


Aftei all discrepancies have been cleared the list of differences between the SOB and 


the Outstanding Orders pimtoul is dfstroye'i _ 


Assasimant _ _ 


The maintainenancb of the S O B anrl the comparison with the Outstanding Orders printout 


constitutes a well-documented inteinil control which can be formally compliance tested 


-ONLlUSION Despite the lack of renew piocedtires in the accountant s absence there are sufficient 


other internal controls to ensure the control ob)OCtive is met ai all times 
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ICASE—continued from previous page 


CLICNT X Y Z Limiiefl 


Year end 
31 12 84 


Sc hed jlfl No 
K710 



Snlet t 50 orders from thioughout thp period 


rt>i oided iri thp S O ft a nd check that _ 

|i) f h orde r bee n priced_ 

III) Farh order has been c ros«; referenced 

to a sales invoice unless _ 

(a) It IS a very rei ent order i n which C4>se 

_despa tch and invou i ny m ay not luive 

be en complete d This shoul d he c o n 
_ btnipd if a recent item is selected 
lb) the reaso n for tfie abse nce of a sales 
invoice has l)een noted m th e book 

_ These m ay need e ^piimalinn_ 

_ ({arificati on from S iil(*s Dept _ 

jiii) Invoic e price s are figre ed or cii sc rep.in 
Ties are explained 


Select 50 items from tf uomjhout Ih n period 
appearing on t he Ouistanding Dfclpf s print 
out anrl check th at reasons are nt )U d fni 
th e appearanre o f all item s Again T h< 
reason rttay n eed expla nation ( l.irdu atuin 
fiorn the Sales Dept 


Scrut inise the S O B and Outsta nding Onh^i J I” 

pnnICMit to ensure that they a r e india llprl hy j 

t he accounta nt on a weeMy [i asi> , 


-t — 

4-- 


- I ^ 


- - - t 



There is no proc edure 
_foi r eview in the 
.11 cpuntant s absence 
No further wor k done 
due t o satisfartory 
operation of other t nn 
t.ola throughout y«a« , 
Lack of procedure to 
be noted in manage 
ment letter_ 
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CHECKLIST OF NOMINAL LEDGER MAINTENANCE 

CONTROLS 


1 INTRODUCTION 

1.1 The purpose of this checklist is to identify the internal controls 
over journal entries and the maintenance of the nominal ledger. Our 
assessment of such controls affects almost all areas of audit work and, 
to avoid duplication of effort, this assessment is recorded separately 
in Section N of the current audit file. 

2 INTERNAL CONTROL 

2.1 Control Ob.iective The Nominal Ledger is Properly 
Maintained and any Errors would be Detected in a 
Reasonable TIme. 

2.1.1 Possible errors under this heading are: 

• valid recorded data corrupted or lost 

• errors in the nominal ledger not detected within a reasonable time 

• nominal ledger posting not up to date. 

2.1.2 Many of the controls established to ensure that the nominal 
ledger is adequately maintained take the form of general 
“housekeeping” controls. Such controls include: 

• restriction of access of nominal ledger/use of password controls 
etc. in a computer-based system 

• accounting records written up regularly/on a timely basi^ 

• regular production of trial balance/ investigation and reporting of 
differences 

• period review of nominal ledger balances by a responsible official 
(particularly of sundry debit accounts)/evidence of review 

• suspense account posting kept to a minimum/ regular independent 
review by a responsible official of suspense account 
balances/evidence of review 

• prohibition of correction of entries, except by Journal 

• prohibition of pencil/removable ink/correction fluid 

• opening of new accounts authorised 

• ledger bound/individual sheets pre-numbered/control over 
unused sheets 
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• postings to ledger made only from authorised sources 

• nature of postings easily identifiable/entries adequately 
detailed/cross-referenced to posting sources 

• account code listing in use. 

2.2 Control Objective; All Valid Journal Entries and 

iRANSFERS BETWEEN ACCOUNISARE ACCURATELY 

Recorded. 

22.1 Possible errors under this heading are: 

• authorised/valid journal adjustment omitted 

• unauthorised/valid journal adjustments made 

• journals posted to wrong account(s) 

• journals posted for wrong amounts 

• journals posted twice. 

2.2.2 Controls over Journal Entries include; 

• maintenance of journal vouchers files/journal book/log 

• journal entries (vouchers/sheets) documented/supported/authorised 

• regular review of journal entries by a responsible official/evidence 
of review 

• journal entries distinguished from other postings 

• sequential numbering of journal vouchers/sheets/control over 
unissued vouchers/sheets 

• standard recurring journal entries' kept to a minimum 

• posting of journal entries independent of the originator/the 
investigation of transactions/the safeguarding of assets 

• journals (vouchers/sheets) cancelled when posted 

• one-for-one check of items posted back to journal voucher. 



CHAPTER 9 


ANALYTICAL REVIEW 


1 Introduction 

2 Assessing the likely effectiveness of the review 

3 Defining the amounts or relationships to be compared 

4 Predicting the amounts or relationships 

5 Identifying and investigating significant fluctuations 

6 Documentation 

7 Drawing a conclusion 


1 INTRODUCTION 

1.1 Analytical review is an audit procedure which seeks to provide 
evidence as to the completeness, accuracy and validity of the 
information contained in the accountng records or in the financial 
statements. 

12 The procedure consists of the systematic study and comparison 
of relationships among elements of financial and non-financial 
information and the investigation of significant fluctuations and 
variances from the expected relationships. 

1J At the planning stage an overall review of the draft accounts or 
of management accounts may be undertaken with a view to acquiring 
current knowledge of the client’s business, identifying potential 
problem areas, and planning the direction of the audit etfort. At the 
conclusion of the audit a final review of the financial statements is 
usually undertaken (see Chapter 11) in order to confirm their overall 
reasonableness and fairness of presentation. Such overall reviews are 
basically aspects of controlling the audit and should not be relied on 
for the purpose of reducing our detailed work. The type of analytical 
procedure we are about to discuss is, on the other hand, that which 
provides particular assurance on specific figures in the accounts, thus 
allowing the level of other detailed testing to be reduced. 
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] .4 The exact procedure to be followed in performing an analytical 
review will vary, but the following general outline will be appropriate 
in most cases: 

(i) assess the likely effectiveness of analytical review procedures in 
relation to a stated audit objective and a particular balance or 
population, and quantify the degree of assurance which may be 
derived from such procedures (section 2 below) 

(ii) define the amounts or relationships which are to be the subject of 
comparison and evaluation (section 3 below) 

(iii) estimate the expected amounts or relationships and compare the 
actual figures with these estimates (section 4 below) 

(iv) identify and investigate significant fluctuations and variances, 
obtaining and verifying explanations for them (section 5 below) 

(v) conclude as to whether the required degree ol audit assurance 
has been derived from the procedures followed (section 7 below). 

Common examples of analytical procedures which aic likely to 
be effective are: 

(i) using the previous year’s levels of fixed overhead expenditure, 
budgets and known changes m circumstances to predict the 
current year’s fixed overheads 

(ii) using information derived from personnel records (e.g. numbers 
employed, dates of pay rises) and/or production records (e.g. 
hours worked) to predict employee costs 

(iii) using standard gross margins or standard mark-ups to predict 
turnover or cost of sales. 

IjS One preliminary planning consideration is the likely cost- 
effectiveness of analytical review procedures. Such procedures can 
normally be carried out only by a more experienced member of the 
audit team, whereas othei" substantive tests can usually be delegated 
to relatively junior staff. The information can be more expensive to 
obtain, for example where we ourselves attempt to re-analyse the 
data available. In contrast, where the client's management 
inlormation system produces the required information together with 
written reports and commentary on the relevant relationships, our 
task may be greatly eased. We need to balance the likely additional 
costs against the possible reductions in other substantive work in 
deciding whether or not to carry out procedures of this type 

1.7. As part of our planning procedures., therefore, we should 
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review the client’s management information system and the reports 
produced (for example. Operating Committee minutes. Managing 
Director’s monthly reports) to assess whether such information could 
be used in an effective analytical review. This review may highlight 
deficiencies which, if rectified, would aid both management and the 
audit; these should be drawn to the audit manager’s attention. 

2 ASSESSING THE LIKELY EFFECTIVENESS OF THE 
REVIEW 

2.1 Analytical review procedures are effective if they highlight all 
unexpected variations and anomalies in the balance or population 
under review which may be caused by material error. 

22 fhe degree of audit assurance we seek to derive from such 
procedures is based on our confidence that a material error would 
give rise to an unexpected and significant variation in an amount or 
relationship which would fall to be investigated as a result of those 
procedures. 

23 The likely effectiveness o( the analytical review therefore 
depends on the strength of the relationships which are to be identified 
for comparison and evaluation, and on the reliability and 
independence of the data used in the review. Both factors— the 
.strength of relationships and the reliability and independence of 
data—can be illustrated as follows: 

• In a merchandising business, where self-employed salesmen are 
remunerated by commissions, selling expenses will bear a strong 
and predictable relationship to turnover. In contrast, in an 
engineering concern, where the “salesmen” are in effect technical 
consultants, the relationship to turnover will be weak. 

• The production department in a company may need to keep 
precise detailed records of raw material consumption and 
throughput for reasons of quality control. It may be possible to use 
these records to predict the materials costs of sales. If these records 
are maintained and controlled independently of the accounting 
function, we should derive substantial assurance from this 
exercise. On the other hand, if these records are derived from the 
same data base as the materials cost of sales figure, there would be 
little point in reconciling the two.- 

2.4 In assessing the likely effectiveness of analytical work, it is 
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useful to review the previous year's audit file and the conclusions 
drawn from similar work performed then. 

3 DEFINING THE AMOUNTS OR RELATIONSHIP 
TO BE COMPARED 

3.1 The effectiveness of analytical review procedures depends 
largely on the strength and predictability of the relationships to be 
examined and compared, and also on our ability to substantiate 
changes in the relationships. 

3J Some relationships are clearly stronger than others. For 
example, total sales value may be expected to vary directly with the 
quantities of units sold, the other variables being the sales mix and the 
average unit prices. Conversely, while it may be useful to compare a 
company's sales volume growth with the expansion or contraction of 
the market as a whole, there is no direct causal relationships between 
the two and there may be many different reasons why a company has 
not performed in line with the market. The second relationship might 
be considered at the audit planning stage or in the overall review of 
the accounts (see paragraph 1.3 above) but is unlikely to give us direct 
audit comfort on the figure for turnover in the accounts. 

3 J Similarly, the gross margin on a particular product line may be 
highly predictable whereas the aggregate gross profit of a multi¬ 
product company may be relatively unpredictable (because of 
changes in product mix). Some companies may have sales and cost of 
sales information analysed by product, others may not. 

3.4 The extent to which we decide to place audit reliance on 
analytical review procedures may be determined by the extent to 
which detailed analysis has been produced by the accounting system. 
Where there is a predictable sales pattern, for example, it may be 
desirable to compare sales by month and by product, or by month by 
branch or division, but it may not be cost-effective unless this 
information is already available. 

4 PREDICTING THE AMOUNTS OR RELATIONSHIPS 

4.1 The information used to determine the expected amount or 
relationship may be drawn from a variety of sources —both within 
and outside the business. It may include the following; 

• comparative figures for prior periods adjusted for changes in 
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circumstance 

• budgeted figures for the current period 

• other financial information contained in the accounts or 
accounting records, for example, using turnover and commission 
rates to predict sales commissions or selling expenses 

• other records maintained by the business which do not form part 
of the primary accounting records, for example, using occupancy 
statistics and room rates to predict room revenue in an hotel 

• external information, such as price indices, industry statistics, 
exchange rates, and interest rates, for example, using average 
borrowings and average interest rates to predict interest receivable 
at branches of banks. 

42 The information used must be both relevant and reliable. 
Internally generated information may be considered reliable if it has 
either been subject to separate audit verification or if it has been 
produced independently within the business. For example, records 
maintained by the personnel department relating to numbers of 
employees and rates of pay may legitimately be used to construct an 
expected figure for the cost of wages and salaries, because the 
information used is maintained independently of the accounting 
function. 

43 Various methods of presentation are available to facilitate the 
comparison and evaluation of the information. In most cases the 
simplest presentation will be a tabulation in columnar form showing 
the amounts or relationships under review, together with 
comparative figures, budgeted figures, variances from budget and so 
on. In certain circumstances, graphs may provide a clearer 
presentation, for instance, where there is a seasonal trend in the data 
under review, or where there is a predictable time lag in the 
information being compared (e.g. sales and levels of debtors). 

4.4 Statistical methods are also available for estimating an expected 
amount or relationship and these may be appropriate in certain 
circumstances. Thus, regression analysis may be used to analyse a 
relationship between two variables, such as sales and a component of 
cost of sales, which has already been observed in previous periods. 
This method is particularly suitable where the component of cost of 
sales has both fixed and variable cost elements. However, the 
technique is costly to apply and its usefulness is limited by the number 
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and accuracy of historic observations of data which have been made. 

5 IDENTIFYING AND INVESTIGATING SIGNIFICANT 
FLUCTUATIONS 

5.1 Whether a fluctuation between the predicted amount and the 
actual amount is significant depends on how close the relationship 
under review was originally expected to be. This is necessarily a 
matter of judgement, but it may contribute towards an objective 
approach if, when designing analytical review procedures, a 
“significant” fluctuation is defined in percentage terms for each 
amount or relationship to be investigated. For example, we may have 
found in the past that distribution costs have approximated 10% of 
sales. Di.stribution costs for the year are recorded as Rs. 5,25,000 
compared with sales of Rs.5,000,000, and testing materiality has 
been set at Rs.26,250. We might then compare actual recorded 
distribution costs by month with 10% of the comparable monthly 
sales figure, and define as significant a fluctuation of, say, 10% or 
more (i.e. 1% of sales) from the expected figure. 

5.2 There are, however, several factors which can cause normal 
fluctuations in the relationship identified above. Distribution costs 
may contain a substantial element of fixed cost (e.g. depreciation and 
insurance of the distribution fleet), which will lead to costs being 
proportionately higher when sales are low. The relationship may be 
changed temporarily if higher input costs cannot be passed on 
immediately in higer sales prices, or it may be changed permanently if 
market pressures prevent a corresponding increase in sales pi ices 
altogether. 

53 Such normal factors should as far as possible be taken into 
account when computing the expected amounts or relationship so 
that fluctuations caused by abnormal factors are isolated. Such 
abnormal factors include: 

• unusual or non-recurrent events or transactions for which there is 
nevertheless an acceptable business explanation. Such items should 
be corroborated with substantive audit evidence and may require 
separate disclosure in the accounts 

• errors of misclassification or omission, or changes in or incon ect 
applications of accounting policy or method. 

54 All significant fluctuations should be discussed in the first 
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instance with the client’s management. It may be that the client is 
already aware of the variations and has identified explanations as 
part of the normal management accounting procedures, 

5S Explanations received must be verified by reference either to 
substantive documentary evidence or to reliable independent 
corroborative evidence and must he evaluated both in relation to the 
variations or fluctuations which they purport to explain and in the 
wider context of the accounts as a whole and the audit approach. For 
example, if a significant increase in a particular month’s sales figure 
were attributed to a one-off special order, we could substantiate this 
by reference to the appropriate documentation. We should, though, 
also consider the implication of this special sale on other 
relationships under review—for example: on cost of sales for that 
month if the order is particularly profitable; and on cash collections 
from debtors if the order is on special credit terms. 

6 DOCUMENTATION 

6.1 Ihe audit programme should define the objective of the 
analytical review, quantify the degree of audit assurance sought and 
specify in comprehensive detail the procedures to be followed. The 
working papcis should identify any fluctuations investigated, 
together with the explanations provided by the client and conclusions 
on the audit work done to corroborate those explanations. It is 
important to note the names of the officials supplying answers or 
information and the dates of the interviews. 

7 DRAWING A CONCLUSION 

7.1 If adequate explanations have been obtained and verified for all 
significant fluctuations it should be possible to conclude that the 
required degree of assurance has been obtained. 

7.2 If, on the other hand, explanations for variances cannot be 
provided or cannot be verified, detailed substantive testing will have to 
be increased. 
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1 INTRODUCTION 

1.1 This chapter describes various techniques which use computer 
facilities to perform or assist with audit tests. It is not intended to be a 
complete survey of the techniques available, only a review of those 
more commonly employed. 

\2 Table 10.1 lists the computer-assisted audit techniques 
(CAATs) discussed in this chapter and indicates the uses to which 
each may be put. Examples of their use have been given in the text. 
Where it is decided that such techniques are to be applied, specialist 
staff must approve and review their use. 
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13 It is not the purpose of this chapter to deal with the detailed 
technical matters to be considered when applying computer-assisted 
techniques. 

2 AUDIT TEST DATA 

2.1 Description of technique 

2.1.1 The use of audit test data (test packs) may be defined as: 
“the controlled application of auditor’s test data (live or dummy) to 
client application programme procedures”. 

Table lO.I—Uses of CAATs 


I 

1 

Audft procedure 

1 

1 

Cornplicir'i e tests 

Sub.stanfive tests 



1 

Tests of 


General 

Applications 

balances and Analytical 

Audit technique 

controls 

controls 

transactions review 

Audit Test Data, including the* use uf 
an inregratpH test facility 


0 


Computer Audit Software 




Interrogaiifin of data files 
j Interrogation of system artn/ity files 

• 


• • 

— Simulation of program logit 


m 

• 

■ Program comparison 

• 

• 


Miscellaneous Techniques 

Resident code 


• 

• • 

Utility programs 

• 

• 

• 

- Program code analysis 

• 

• 


— Additional techniques 

• 

• 

• • 

All of the above techniques can also 
be used in reviewing the system of 
iriternal control 





2.1.2 The expression “test pack” is however normally reserved for 
those situations where conventional testing is not practical (for 
example, where there is ^ loss of audit trail). 

2.13 The typical circumstances in which a test pack may be used 
can be illustrated as follows: 

a client uses a purchase ledger system which also produces a nominal 
analysis of invoices (by category of expense), but only gives a single 
total for each code at the end of each month, with no sub-analysis to 
invoice level. The volumes of invoices involved are large. There is 
thus a break in the audit trail- 
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It is decided that to test the programme procedures which allocate items 
to and accumulate totals for nominal codes, a test pack will have to be 
employed. This test might be performed by running a batch of test 
data (live or dummy) as a separate “period”, with the agreement of 
the client. The computer-produced analysis would then be 
compared with the expected result (predicted manually beforehand). 

2.2 Procedures 

12 .\ The basic steps involved in using a test pack are: 

(i) planning—the identification of objectives, determination of 
method (including allowance for any side effects on the client's 
records) and liaison with the client; 

(li) selection or creation of test data depending upon whether live or 
dummy data is to be used; 

(iii) prediction of the results —this is needed not only to enable a 
comparison with the actual results to be made but al.so to cater 
for possible effects on the client’s records; 

(iv) running the test pack—it is essential that the current production 
pn grammes are used, not obsolete or test versions, otherwise the 
entire exercise becomes pointless. It will be especially difficult to 
ensure this where a separate audit run is performed, as opposed 
to the test data being included within one of the client’s 
production runs; 

(v) comparing actual and predicted output, investigating 
differences and drawing conclusions on the results. 

2Jt.2 As indicated above, there is a choice between using dummy 
and live data. This decision will be influenced by such factors as: 

• the characteristics of the system 

• how difficult it is to develop data to cover all of the conditions 
which must be tested 

• the attitude of the client. 

2.2.3 There will also be a choice between running the test pack 
separately and including the test data within one of the client’s live 
runs. Again the method chosen will depend upon: 

• the need to ensure that the test data is processed by the current 
production programmes 

• the attitude of the client, particularly with respect to any potential 
effects upon his records and processing schedules. 
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2.3 Application of techr;que 

23.1 A test pack is normally used to perform com.pliance tests on 
programmed procedures. It is used to obtain evidence that the 
programmed procedures arc achieving their objective, namely, to 
ensure that: 

(i) all valid records are processed correctly; and 

(ii) all invalid records are detected and rejected by the system. 

2.3.2 When using test packs, however, we need to ensure that it is 
the operational versions of programmes which are tested and that the 
integrity of programmes and data files is maintained throughout the 
period being audited. In other words the general controls must be 
adequate and operating effectively. 

2.33 It follows therefore that a lest pack will not normally be used in 
an installation with weak controls. Where the in.stallation is well 
controlled and there is reliance on programme procedures in respect 
of a control objective, a test pack may be used to obtain evidence that 
the programme procedures are operative. 

23.4 In some cases a test pack represents the best audit approach 
even though the general controls are weak. In such circumstances a 
test pack might still be used il it could be run on a number of 
occasions during the period, perferably on a “surprise” basis. This 
approach might be adopted in a complex computer environment if a 
control objective were to be heavily dependent on programme 
procedures; here a test pack may provide the only means of ensuring 
that the programme procedures are operating consistently throughout 
the period. 

23.5 The results of running a test pack also assist or confirm our 
understanding of the system; it is very unlikely, however, that a test 
pack will be used solely for this purpose because of its cost. 

2.4 Integrated test facility 

2.4.1 Integrated test facility (ITF) is a particular form of test pack 
involving the establishment of a “dummy” entity through which data 
may be processed. For instance, a fictitious trading branch might be 
set up. 

2.4.2 Once the dummy entity is established, the auditor can input 
transactions and process these using the client s live system alongside 
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the client’s live data. It will therefore be necessary to delete the test 
transactions from the system after the test has been performed. As 
with all test packs, the output produced is compared with predicted 
results to determine whether the programmed procedures being 
tested are operating correctly. 

243 An ITF can be particularly useful in more complex 
environments, for example in an on-line, real time banking system. 
A single terminal can be set up as an “audit bank" (a separate branch 
which is not consolidated into the bank’s accounts) which can then be 
used to perform any of the banking functions for its own dummy 
customers. In this way extensive testing of the entire system may be 
carried out without the client’s staff being aware that it is taking 
place. 

24.4 In order for the ITF technique to be effective: 

(i) the auditor should have a detailed knowledge of the complete 
system, including the possible effects of the ITF data on all 
related system files; and 

(ii) knowledge amongst the client’s staff of the existence of the 
facility should be limited to those who need that knowledge in 
order to perform their tasks properly. 

3 COMPUTER AUDIT SOFTWARE 

3.1 Description of technique 

3.1.1 The use of computer audit sofiwaie is perhaps the most widely 
known computer assisted audit technique. It may be defined as: 
“the processing of a client’s live files by the auditor’s computer 
programmes.” 

3.1.2 Computer audit software may be used in either compliance or 
substantive tests. The more common applications of audit software 
are described in section 3.3 below. 

3.2 Procedures 

32.1 The basic steps involved in using computer audit software are: 
(i) planning—the identification of audit objectives and 
requirements, and liaison with the client regarding matters such 
as the retention of copies of files required; 

(ii) development of theprogramme(s)—the technical specification and 
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documentation of the audit software, the coding, compilation 
and test running of programme(s); 

(iii) running the programniefs)—this will either be done at a computer 
bureau, at the client’s premises, or on one of the firm’s in-house 
installations; 

(iv) review of output—ideally a brief examination should be carried 
out as soon as possible to confirm the completeness and 
accuracy of any reports produced before the detailed audit tests 
are carried out; 

(v) post-audit review—this should be performed immediately after 
the completion of the audit. Any improvements to the existing 
programmes as well as other possible uses of software in subse¬ 
quent audits should be identified and noted. 

3.3 Applications of audit software 

Data file interrogation 

3.3.1 The use of computer audit software to interrogate financial 
data files is a form of substantive testing, as it involves the direct 
examination of transactions and balances. One of the benefits 
deriving from a client storing data on magnetic media is that data can 
be accessed and retrieved from the files by audit interrogation 
programmes. Large volumes of transactions can be examined and 
manipulated and information extracted in a way which is not possible 
in a manual system. 

33.2 Typical operations using audit software include: 

• sampling—items are selected following a value-based or random 
sampling plan 

• extraction—items which meet selection criteria are reported 
individually 

• totalling—the total value and number of items meeting selection 
criteria are reported 

• ageing—data is aged by reference to a base date 

• calculations—input data is manipulated prior to applying 
selection criteria 

• file comparison—for example, a current version of a file is 
compared with the previous year’s version, or an input file is 
compared with a processed file 

• production of circularisation letters. 
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333 The use of file interrogation programmes offers several 
advantages over clerical audit methods, in particular: 

• the work is carried out faster and more accurately 

• greater volumes of data can be reviewed, enabling the scopes of 
audit testing to be increased significantly 

• clerical audit work can be devoted to an examination of those 
items defined in the interrogation programme as significant for 
audit purposes. The work is therefore concentrated on testing 
rather than selection. 

Programme simulation 

33.4 This application uses computer audit programmes designed 
to perform the same procedures as client programmes. The computer 
audit programme is applied to the client data file(s) and the results 
obtained are compared with the results of processing the same file by 
the corresponding client programme. 

33.5 Programme simulation is analogous to the clerical 
reperformance of an accounting routine. It confirms that the 
programme procedures have operated correctly. It may also verify that 
the resulting balances are derived correctly from the input data. 
3.3.6 The following example illustrates the use of technique. A 
company whose main business is the rental of office equipment uses a 
suite of computer programmes to generate sales invoices and sales and 
nominal ledger postings by processing a master file of rental 
contracts. An audit programme could be developed to simulate this 
task and applied against a copy of the master file previously processed 
by the client's programmes. The sales and nominal ledger analyses 
thus obtained would be checked against the actual ledger postings. 

4 MISCELLANEOUS TECHNIQUES 

4.1 Introduction 

The techniques listed in this section are probably less widely used 
than those covered earlier. 1 hey are more likely to be used by internal 
than external auditors, but have been included here in order to 
provide a reasonable coverage of the techniques currently available 
and in use. 

4.2 System activity file interrogation 

4-3.1 Many modern computer operating systems automatically 
produce a log of every event occurring m the system, both user and 
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computer initiated. This information is usually written to a disc file 
and printed out periodically. 

42.2 As part of our audit testing of general controls (see Chapter 8) 
it may be useful to review the computer log for a whole period and. 
where possible, identify unauthorised or anomalous activity for 
further investigation. 

423 Where a suitable system activity Tile is retained on magnetic 
media, it is possible to select and report exceptional items of possible 
audit interest such as: 

• the use of utility programmes instead of the relevant application 
programmes to alter data file contents 

• apparent attempts to breach password access controls or other 
security devices 

• the running of programmes out of the normal schedule or sequence, 
or simply at unusual times. 

• amendments to key application programmes. 

4.3 Embedded audit facilities 

4.3.1 Embedded audit facilities consist of programme procedures 
written by us, which are inserted into the client s application prog¬ 
rammes and arc executed simultaneously with those programmes. The 
main purpose of the technique is to review transactions as they are 
processed, to select items according to criteria specified in the 
resident code, and to write details of these items to an output file for 
subsequent audit examination. 

43.2 This technique can be used as part ol a sub.stantive approach, 
to test the validity and accuracy of input data processed through a 
sy.stem and, as part of a compliance approach, to confirm the 
operation ol controls within the system. As with interrogation, much 
larger volumes of data can be reviewed than by manual methods. 
Items can be selected over a period of time—possibly the entire 
accounting period- for subsequent further investigation. 

43.3 It is fundamental that the embedded audit code is neither 
altered nor bypassed and that the output file of chosen items is 
maintained intact. Use of this technique should be restricted to well 
controlled installations. Sophisticated on-line real-time applications 
(for example, banking) where continuous and timelyaudit testing is a 
priority, probably represent the best environment for the technique. 

4.4 Utility programmes 

4.4.1 Most hardware manufacturers provide software, known as 
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“utility programmes^, designed to perform common tasks such as 
copying or sorting files or printing details of records for visual 
inspection. These programmes may be useful to us in the performance of 
compliance or substantive tests; for instance, they may be employed 
to produce copies of data files required for interrogation purposes or 
to print out internal file labels which can be used to determine 
whether the correct file has been obtained. 

4.5 Programme comparison 

4.5.1 Having confirmed the operation ol a particular programme (for 
instance by using a test pack), programme comparison software may be 
used to compare a security copy of the programme (taken by ourselves) 
to the programme in the client's live programme library. In this manner, it is 
possible to confirm that no changes have been made and that the 
original audit work confirming the operation of the programme 
procedures still holds good. 

4.5.2 Any differences between the two copies will be identified and 
reported for further investigation. These will be reviewed to assess 
their audit impact (if any). Such differences would be checked against 
documentation authorising amendments to the relevant programme. 

4.6 Programme code analysis 

4.6.1 Not strictly a computer-assisted technique, programme code 
analysis involves looking at the original set of instructions to the 
computer (the source programme listings) to see whether particular 
programme procedures exist; such findings would then be corroborated 
using test data. The technique is more complex than this statement 
suggests and requires a high level of technical skill if it is to be applied 
effectively. 

4.7 Test data generator 

4.7.1 Test data generators are software packages which can be used 
either to construct data to be tested or to create dummy master files. 
The users describes the characteristics of the data required and the 
software generates a file of appropriate data and produce a listing 
of it. This data can then be used as a “test pack”(.see section 2 above). 
Tesl data generators are cost effective if large volumes of test data are 
needed. 

4.8 Flowcharting 

4.8.1 When writing a computer programme, the programmer usually 
constructs a logic chart as a preliminary step to coding, using a 
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conventional set of programming symbols. This logic chart is also 
useful once the programme is written to assist in an appreciation of how 
the system works. It is also of obvious interest to an auditor since it 
can help to identify control procedures and system changes. 

4^.2 Rather than relying on the client’s own chart (which may or 
may not be up-do-date), a flowchart can be generated from the 
programme itself using suitable computer audit software. In effect the 
chart is merely a report on the contents of a computer file which 
contains a computer programme in diagrammatic form. 

4,8.3 The usefulness of this technique in practice is limited: 

• by its cost in comparison with alternative methods 

• by the relatively crude level of most flowcharting software 

• by the quality of the coding in the programme to be flowcharted. 
However, in situations where there is a lack of adequate 
documentation of a sophisticated system and confirmation of what 
the system actually does cannot be obtained in any other way, this 
technique should be considered. 
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1 INTRODUCTION 

1.1 Completion procedures is a term intended to encompass the 
various steps which need to be carried out at the later stages of the 
audit when the basic audit work has been substantially completed. 
These steps are covered in the following sections of this chapter: 

• Post balance sheet events and going concern review—section 2 
A review of events subsequent to the balance sheet date in order to 
identify any events which may require adjustment to, or disclosure 
in, the financial statements, and consideration of whether the 
going concern basis is appropriate for the accounts 

• Review of financial statements—section 3 

A review of the draft accounts intended for publication (including 
notes to the accounts) and an assessment of whether the results of 
our review together with the conclusions drawn from the audit 
tests carried cut provide a reasonable basis for our audit opinion 
on the financial statements 

• Points on accounts section 4 

A checklist of matters relating to the finalisation of the audit for 
completion in turn by the audit manager and partner, and a 
summary of all significant matters requiring the exercise of 
Judgement, together with our decisions thereon 

• Letters of representation section 5 

A written confirmation of certain representations made by the 
client’s management during the course of the audit on matters 
material to the financial statements 

• Letters to management—section 

Written reports to the client’s management setting out observations 
and constructive advice on matters identified in the course of our 
audit 

• Points forward—section 7 

A record of points for consideration at the following year’s audit 

• Summary of errors and omissions—section 8 

A summary of the errors affecting the financial statements under 
review found during the audit. 

2 POST BALANCE SHEET EVENTS AND GOING 
CONCERN REVIEW 

2.1 Introduction 

2.1.1 AS-4 issued by ICAl defines ‘Events occurring after the 



180 


PRACTICAL AUDITING 


balance sheet date as “those significant events, both favourable and 
unfavourable, that occur between the balance sheet date and the date 
on which the financial statements are approved by the Board of 
Directors in the case of a company, and in the case of any other entity 
by the corresponding approving authority”. 

2.1.2 The auditor's responsibility to the members of the company 
extends to the date on which he signs his audit report, although we 
normally plan our work so as to be able to sign our report 
immediately after the approval of the accounts by the directors. 
2.13 The objective of reviewing post balance sheet events is to 
identify any such events which need to be reflected in the financial 
statements in accordance with AS-4. 

2.2 “Adjusting” and “non-adjusting” events 

2.2.1 Events occurring after the balance sheet date are categorised by 
AS-4 as being of two types: 

(a) those that provide further evidence of conditions that existed at 
the baiauce sheet date (hereinafter called ‘adjusting events’). 
They include events which, because of statutory requirements or 
customary accounting practice, are reflected in financial 
statements (e.g. proposed dividends and amounts appropriated 
to reserves). 

(b) those that are indicative of conditions that arose subsequent to 
the balance sheet date (hereinafter called ‘non-adjusting events’). 

23.2 The differences between adjusting and non-adjusting events 
are illustrated by the following examples; these are not, however, 
intended to be an exhaustive list. Where there is any doubt as to 
whether an event should be treated as adjusting or non-adjusting, the 
matter should be referred to the engagement partner and manager. 

Adjusting Events 

• Fixed assets 

—The subsequent determination of the purchase price or of the 
proceeds of sale of assets purchased or sold before the year end 

• Property 

—A valuation which provides evidence of a permanent 
diminution in value 

• Investments 
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—The receipt of a copy of the financial statements or other 
information in respect of an unlisted company which provides 
evidence of a permanent diminution in the value of a long term 
investment 

• Stocks and work in progress 

—The receipt of proceeds of sales after the balance sheet date or 
other evidence concerning the net realisable value of stocks 
—The receipt of evidence that the previous estimate of accrued 
profit on a long-term contract was materially inaccurate 

• Debtors 

—The renegotiation of amounts owing by debtors, the insolvency 
of a debtor or the receipt of cash or other information indicating 
that the recoverable amount is not fairly stated 

• Dividends receivable 

—The declaration of dividends by subsidiaries and associated 
companies relating to periods prior to the balance sheet date of the 
holding company 

• Taxation 

—The receipt of information concerning changes in taxation, 
including rates 

• Claims 

—Amounts received or receivable in respect of insurance or legal 
claims which were in the course of negotiation at the balance sheet 
date 

• Discoveries 

—The discovery of errors or frauds which show that the financial 
statements were incorrect 

• Proposed dividends and appropriations to reserves 

-The decision by the directors. 

Non-Adjusting Events 

• Mergers and acquisitions 

• Reconstructions and proposed reconstructions 

• Allotment of shares and debentures 

• Purchases and sales of fixed assets and investments 

• Losses of fixed assets or stocks as a result of a catastrophe such as 
fire or flood 

• Opening new trading activities or extending existing trading 
activities 

• Closing a significant part of the trading activities if this was not 
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anticipated at the year end 

• Decline in the value of property and investments held as fixed 
assets, if it can be demonstrated that the decline occurred after the 
year end 

• Changes in rates of foreign exchange 

• Government action, such as nationalisation 

• Strikes and other labour disputes 

• Augmentation of pension benefits 

223 A material post balance sheet event requires changes in the 
amounts to be included in the financial statements where: 

(i) it is an adjust event; or 

(ii) it indicates that the application of the going concern concept to 
the whole or a material part of the company is not appropriate. 
“Going concern” is considered lurlher in section 2.5 below. 
Changes made to the amounts in the financial statements because 
a post balance sheet event is an adjusting event ((i) above) do not 
normally need to be disclosed separately. The fact that changes 
have been made in respect of (ii) above would, however, be 
disclosed. 

22.4 A material post balance sheet event should be disclosed by 
way of a note to the financial statements where: 

(i) it is a non-adjusting event of such materiality that its non¬ 
disclosure would alfecl the ability of the users of financial 
statements to reach a proper under:,landing of the financial 
position; or 

(ii) it is the reversal oi maturity after the year end of a transaction 
entered into before the year end, the substance of which was 
primarily to alter the appearance of the company’s balance 
sheet. Such alterations, commonly known as “window 
dressing”, are considered further in section 2.3 below. 

22.5 In exceptional circumstances, to accord with the prudence 
concept, an adverse post balance sheet event which would normally 
be classified as non-adjusting may need to be reclassified as adjusting. 
In such circumstances, full disclosure of the adjustment would be 
required. Where such an event is identified or where there is doubt as 
to whether an event is by its nature “adjusting” or “non-adjusting”, the 
matter should be referred to the engagement partner. 
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2.3 Window dressing 

23A SSAF 17, issued by ICAEW in paragraph 23, states that a 
material post balance sheet event should be disclosed where “it is the 
reversal or maturity aftei the year end of a transaction entered into 
before the year end, the substance of which was primarily to alter the 
appearance of the company’s balance sheet”. Paragraph 10 of the 
standard states that such alterations include those commonly known 
as “window dressing”. 

2J.2 The Technical Release issued by the Accounting Standards 
Committee of ICAEW to coincide with the publication of the 
standard concedes that “window diessing” is not a precise term and 
goes on to say “Some people believe that it encompasses both (a) 
Iraudulent falsification of accounts to make things look better than 
they really are, and (b) lawful arrangements ol affairs ovei the year 
end to make things look difierent from the way they usually are. 
Eraudulent falsification of accounts is clearly unacceptable and 
unlawful and it is not a subject for an accounting standard. The term 
“window' dressing” as used in the standard is confined to the meaning 
in (b) above”. 

233 In the firm’s view the term “window dressing”as used in the 
standard is, however, further restricted in that the definition in 
inverted commas in paragraph 2.3 1 above docs not encompass 
certain devices found in industrial and commercial companies which 
are also commonly referred to as “window dressing”. Examples are a 
deliberate or accidental delay m the payment of creditors over the 
year end or an abnormally high level of stock. In neither case is there 
“a transaction entered into before the year end, the substance of 
which was primarily to alter the appearance of the company’s balance 
sheet” 

2J.4 “Window dressing” in the context of SSAP 17 is therefore 
confined lo matters such as the transfer ol funds into a company on the 
last day of an accounting reference period which are repaid on the 
first day of the new period. Accordingly it will tend to be restricted to 
enterprises involved in finance or banking businesses. SSAP 17 does 
not increase or decrease our responsibility to identify and consider 
other forms of window' dressing since these will continue to be our 
concern in the overall context of the true and fair view. 

23.5 Because of the varied and imprecise nature of window 
dressing there are considerable difficulties in framing audit steps to 
determine whether or not it has taken place. The engagement partner 
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and manager should decide on the appropriate procedures for each 
client. 

23.6 If audit staff become aware that there has been any window 
dressing of the balance sheet, the matter should immediately be 
drawn to the attention of the engagement partner. 

2.4 Disclosure Requirements 

24.1 AS-4 in para 17 dealing with disclosure in case of events 
occurring after the balance sheet date that represent material changes 
and commitments affecting the financial position of the enterprise 
requires the following to be provided: 

“(a) the nature of the event; 

(b) an estimate of the financial effect, or a statement that such an 
estimate can not be made.” 

2.5 Going Concern 

23.1 AS-1 interprets the going concern concept as follows: 

“The enterprise is normally viewed as a going concern, that is, as 
continuing in operation for the foreseeable future. It is assumed 
that the enterprise has neither the intention nor the necessity of 
liquidation or of curtailing materially the scale of the operations.” 

23.2 As auditors we must consider whether there is any reason why 
the going concern basis is not appropriate to the accounts under 
review. We should therefore assess whether the company will be able 
to continue operating for the foreseeable future—normally at least 
until the later of twelve months after the balance sheet date and six 
months after the date oi the audit report. In most circumstances we 
shall have little doubt on this matter and no further work need be 
carried out. 

233 Where there is some doubt on this point, we must then assess: 
(i) the likelihood of the company ceasing or substantially curtailing 
its trading; 

(ii) the adjustments to the accounts that would result from adopting 
the cessation basis rather than the going concern basis; these are 
likely to include: 

(a) the reclassification of assets and liabilities (for example, a 
long-term loan could become immediately repayable); 

(b) the recognition of new liabilities (for example, redundancy 
payments or damages for breach of trading contracts); and 

(c) changes in the values of recorded assets (for example, stocks 
and fixed assets). 
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2^.4 If there is a clear indication that the company will shortly 
cease trading—for example, if the shareholders are intending to 
wind up the company voluntarily—the accounts should be drawn up 
on a cessation basis. As the circumstances of cessation will be known, 
the necessar>' adjustments can probably by estimated reasonably 
accurately. 

25.5 In most cases, however, there will be considerable doubt as to 
the likelihood and timing of cessation and consequently of the 
adjustments required to the accounts to change from the going 
concern basis. In these circumstances, the accounts will continue to be 
drawn up on a going concern basis, but we may consider it necessary 
to qualify our audit report. The form of such a qualification wilf 
depend on the circumstances and the extent to which information is 
given in notes to the accounts. 

25.6 SSAP 17 states that the amounts included in the financial 
statements should be changed where a post balance sheet event 
indicates that application of the going concern concept to the whole 
or a material part of the company is not appropriate. An example of 
such an event given in the explanatory note of SSAP 17 is a 
deterioration in the operating results and in the financial position. 
We should therefore ensure that when we assess whether the 
company is a going concern, we take into account any deterioration 
or improvement in its circumstances since the balance sheet date. 

AUDIT PROCEDURES 

2.6 Audit objective: All material post balance sheet events have 
been identified; appropriate adjustments have been made to the 
accounts for adjusting events; non-adjusting events are adequately 
disclosed in the notes to the accounts. 

25.1 The post balance sheet review is carried out to identify 
material post balance sheet events; it should cover all aspects of the 
company's operations, although few areas will require detailed work. 

25.2 The examples of post balance sheet events given in paragraph 

2.2.2 above indicate the general nature of the matters to which we 
should be alert during the review. 

2.6.3 The following procedures should be considered: 

• review of post year end Board Minutes, confirming that items 
referred to have been properly accounted for. Oral details should 
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be obtained and noted in writing if meetings have not yet been 
minuted 

• review of provisions (e.g. provisions arising from legal actions, 
bad debts provision, credit note reserve) in the light of latest 
available information 

• review of contingencies in the light of latest available information 

• review of management accounts; we should ensure that material 
variances are not the result of items being allocated to the wrong 
accounting period. We should also consider leviewing accounting 
records (such as the cash book) if this is likely to bring to our 
attention a post balance sheet event we would not otherwise detect 
(this is most likely to be relevant with smaller companies where 
there is no formal relevant management accounting) 

• discussions between the audit senior or manager and company 
officials (both finanical and general management) on whether any 
events have occurred since the balance sheet date that would 
require adjustment or disclosure in the accounts, and on any 
points arising from the above reviews. 

Timing of the review 

2.6.4 I hc firm’s normal policy is to perform the review towards the 
end of our field work and to a date within seven days prior to the date 
on which the directors approve the accounts. Where appropriate, the 
review will be supplemented by making subsequent enquiries of 
management and by obtaining formal confirmation in the letter of 
repiesentalion immediately before we sign our audit report. 

2.6.5 This approach has to be modified where there is a longer 
period between the end of our field woik and the signing of our 
report. In such cases we either: 

(i) carry out the review at the end of our field work and update it; or 

(ii) postpone the review 

to within .seven days of signing of our audit report. Either method 
clearly increases the cost of the audit and this underlines the need to 
ensure that the accounts are finalised and approved by the directors 
as soon as possible after the completion of our field work. 

Management representations 

2.6.6 I'he letter of representation obtained from management 
should refer to any significant post balance sheet events, and should 
include confirmation that there are no other such events which could 
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have a material effect on the financial statements. The letter should be 
dated as closely as possible to the date of the audit report; if there is a 
substantial delay between the date of the formal representations of 
management and the date of the audit report, we should consider 
obtaining further written representations for the intervening period. 
Letters ol representation are discussed further in section 5 below. 
2.7 Audit objective: The going concern basis is appropriate to the 
accounts. 

2.7.1 In the majority of cases there will be no doubt in our minds 
that the going concern basis is appropriate, but in cases of doubt we 
must consider: 

(i) whether finance is available for the company’s needs in the 
foreseeable future and, us part of this; 

(ii) what increased linance is required to cover capital expenditure 
and to finance losses. 

2.7.2 Wheie the future cash needs of the business are critical in 
assessing whether it is a going concern, which will normally become 
apparent at an carl\ stage in the audit, we should examine detailed 
profit and cash flow forecasts and substantiate the underlying 
assumptions and bases of compilation No such work should be 
commenced, however, without the approval of the engagement 
partner who w ill decide, in the specific ciicumstances of thcclient.ihe 
extent of the work required and on the length ol the forward period to 
be covered by this examination of forecasts; the norm will be twelve 
months from the balance sheet date or, if longer, six months after the 
date of audit report. 

2.7.3 The absence of cash flow and profit forecasts may indicate a 
management weakness neces,sitating discussion with the directors 
and senior officials; it will be nece.ssary todccide whether other evidence 
of viability is adequate and acceptable. 

2.7.4 We must confirm that adequate funds are available to meet 
requirements, checking existing facilities to bank certificates or other 
available evidence and having regard to the date(s) at which bank 
facilities are to be reviewed. Confirmation should be obtained from 
the bank or other lenders that further finance facilities will be granted 
or existing facilities renewed. However, we should be aware that 
requests for such confirmation may, in themselves, cause lenders to 
reassess the credit worthiness of the company. The engagement 
partner may, therefore, wish to discuss the matter with the client 
before such requests are made. 
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2.7.5 We should also check that the company’s borrowing powers 
have not been, and are not likely to be exceeded. 

PROGRAMME CHECKLIST 

ALL MATERIAL POST BALANCE SHEET EVENTS HAVE 
BEEN IDENTIFIED: APPROPRIATE ADJUSTMENTS HAVE 
BEEN MADE TO THE ACCOUNTS FOR ADJUSTING 
EVENTS: NON-ADJUSTING EVENTS ARE ADEQUATELY 
DISCLOSED IN THE NOTES TO THE ACCOUNTS 

Paragraphs 


• Review of post year end board minutes 2.6.3 

• Review of provisions 2.6.3 

• Review of contingencies 2.6.3 

• Review of management accounts (accounting records 2.6.3 

• Discussions with management 2.6.3 

• Letter of representation 2.6.6 

THE GOING CONCERN BASIS IS APPROPRIATE TO THE 
ACCOUNTS 

• Review cash flow and profit forecasts 2.7.2 

• Confirm availability of finance 2.1 A 

• Borrowing powers not exceeded 2.7.5 


3 REVIEW OF FINANCIAL STATEMENTS 

3.1 Introduction 

3.1.1 Paragraph 6 of the Auditing Standard “The auditor’s 
operational standard” issued by ICAEW states: 

“The auditor should carry out such a review of the financial 
statements as is sufficient, in conjunction with the conclusions 
drawn from the other audit evidence obtained, to give him a 
reasonable basis for his opinion on the financial statements.” 

3.1.2 Taking into account our conclusions in all the various sections 
of the audit, we should as a result of this review be in a position to 
satisfy ourselves as to whether: 

(i) the financial statements have been prepared using acceptable 
accounting policies which have been consistently applied and 
are appropriate to the enterprise’s business; 

(ii) the results of operations, state of affairs and all other 
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information included in the financial statements are compatible 
with each other and with our knowledge of the enterprise; 

(iii) there is adequate disclosure of all appropriate matters and the 
information contained in the financial statements is suitably 
classified and presented; 

(iv) the financial statements comply with all statutory requirements 
and other regulations relevant to the constitution and activities 
of that enterprise and ultimately whether: 

(v) the conclusions drawn from the other tests which we have 
carried out, together with those drawn from our overall review 
of the financial statements, enable us to form an opinion on the 
financial statements. 

3.1 3 The three aspects of our overall review are considered in turn 
below: 

• acceptability and consistency of the accounting policies 

• compatibility of financial information with our knowledge of the 
business 

• adequacy of disclosure and compliance with statutory and other 
requirements. 

3.2 Acceptability and consistency of the accounting policies 

3.2.1 A schedule amplifying the accounting policy disclosures in the 
accounts should be maintained in the permanent notes file. 
The application of individual accounting policies will be dealt with in the 
sections to which they relate. However, an overall review of all 
significant policies should be carried out to ensure their 
appropriateness to the client’s business, their consistency of 
application from year to year, adequate disclosure and compliance 
with generally accepted accounting principles. 

3 J Appraisal of financial information 

33.1 The second aspect of our review is an appraisal of the 
reasonableness, consistency and accuracy of the content of the 
financial statements. 

33.2 The appraisal should normally be carried out when the figures 
in the accounts have been finalised and the audit work in the main 
areas has been completed. However, on smaller clients, the work will 
often be integrated with analytical review work on profit and loss 
account items. 

333 The review is normally carried out initially by the audit senior. 
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rhe documentation produced by the senior typically comprises: 

• a summary of the main features of and the ma in influences on the 
results for the year, giving brief details of changes in the company’s 
activities 

• comments on variations in significant items in the accounts from 
previous years, from budgets or from forecasts 

• comments on fluctuations in financial ratios that may have a 
significant impact on a reader of the accounts. 

An example showing an extract from such a review is given in 
Appendix 11 . 1 . 

3J.4 These notes form part of our “Points on accounts” (discussed 
at paragraph 4.1 et. seq. below). 1 he seniors observations will provide 
a basis for the overall reviews of the accounts by the manager and 
then the partner. 

33.5 Skill and imagination are required to recognise the matters to 
be examined in carrying out an overall review. The review would, for 
example, include a comparison of material items in the accounts with 
previous years and, where applicable, with budgets or forecasts. Such 
comparisons should already have been made in the relevant sections 
of the audit file. Having confirmed this to be the case, the senior 
would only therefore note significant items on Points on accounts. 

33.6 The accounts appraisal could afso usefully include a study of 
the relationships between items in the accounts, often expressed as 
ratios, which would be expected to conform to a predictable pattern 
based on previous years’ experience. The accounts appraisal is not, 
however, intended to be a detailed analysis and we should limit our 
study to those relationships capable of being identified and likely to 
be employed by a usei of the accounts; we should not at this stage 
consider ratios involving greater analysis of the figures than that 
available in the published accounts. 

33.7 Examples of ratios, the trends of which are likely to be of 
interest to a user of the accounts, are: 

• tho.se ind icating the long-term solvency of the business; its ability to 
withstand losses or raise additional finance (e.g. the gearing ratio) 

• performance or efficiency ratios, e.g., the net profits to net assets 
ratio 

• those indicating terms of trade, e.g. trade debtors to sales, or trade 
creditors to cost of sales or purchases 

• other short term liquidity ratios, e.g., the current assets to current 
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liabilities and stocks to sales ratios. 

3.4 Accounts presentation 

3.4.1 We should carry out a review of the accounts with the specific 
objective of assessing the adequacy of disclosure and compliance with 
the Companies Act, Accounting Standards and SAP's. 

3.4.2 The Company Accounts Checklist summarises these 
requirements and should be completed and placed on Section 4 of the 
current audit file. 

3.4.3 The senior should cross-reference the accounts and notes to 
the lead schedules in the audit file. 

3.4.4 The review should be carried out on the final draft oi proof in 
the form that it is intended to be printed as it is presentation as well as 
content that is being reviewed T he use of bold or italic type, spacing 
and insetting can affect the emphasis placed on, and significance of, 
the information being conveyed. 

3.4.5 1 he review should include a comparison with the previous 
year’s accounts and careful consideration should be given to the need 
for any changes in or additions to notes to the accounts. Where the 
previous yeai’s accounts have since been the subject of a re'uew by 
another partner, as is the case where the company is large or its 
accounts are widely circulated, his review points should be cleared 
and filed on section 2 of this current audit file. 

4 POINTS ON ACCOUNTS 

4.1 The firm uses standard Points on accounts forms for recording 
inter alia a summary of all significant matters requiring the exercise 
of judgement, together with our decisions thereon. These forms 
facilitate the recording ol the engagement partner's decision and, 
where applicable, the second partner’s approval. 

42 The forms comprise a lead schedule, accounts appraisal sheets 
and continuation sheets. The lead schedule contains a checklist of 
matters relating to the finalisation of the audit for completion in turn 
by the audit manager and partner. The reverse side of the lead 
schedule contains a checklist of procedural points which have been 
identified as requiring special attention; these will vary with each 
office and from year to year. 

43 The subsequent schedules should commence with the accounts 
appraisal discussed in paragraphs 3.3.1 to 3.3.7. This gives the 
partner a general background to the accounts. 
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4A Points requiring the partner's decision or approval should then 
follow. The manager or senior should summarise the items requiring 
partner comment or decision, the views of client’s management, a 
quantification of the effect on the accounts and the suggested audit 
conclusions; the partner’s approval or comments should be noted 
against each item and initialled by him. 

45 The Points on accounts form should not be used for general 
audits queries or outstanding points of a routine nature; these should 
be recorded on the file divider for the relevant section of the audit file, 
if still outstanding at the time when initial conclusions on the work in 
that section are drawn. Examples of Points on accounts requiring the 
partner’s decision or approval are given in Appendix 11.1. 

4.6 The conclusions on the net effect of unprocesssed errors should 
be included in Points on accounts, whether material or not, as stated 
in paragraph 8.2 below. 

4.7 It should be emphasised that any contentious point of principle, 
particularly one which might give rise to a qualification of the audit 
report, must be referred to the engagement partner at an early stage 
and not left until the end of the audit. 

45 The Points on accounts lead schedule should be submitted for 
completion by the engagement partner (and, where applicable, the 
second partner) after his review points have been cleared and belore 
the audit report is signed. 

4.9 On completion, the Points on accounts forms (continuation 
sheets) should be copied. The original will remain on the current 
audit file; the copy should be placed for future reference on section 2 
of the Permanent Notes File. 

5 LETTERS OF REPRESENTATION 

5.1 It is the firm’s policy to obtain written confirmation of 
representations made by management during the course of the audit 
which relate to matters material to the financial statements for which 
we have been unable to obtain sufficient independent corroborative 
evidence. Such confirmation may take the form either of individual 
board minutes or of a letter from the company’s Chairman (on behalf 
of Directors) and Chief Accountant (a “letter of representation”). 
52 The matters to be included should flow from the audit working 
papers. They should be specific, not generalisations upon which 
assurance cannot reasonably be expected. Because the matters 
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included will vary significantly between clients and from year to year, 
no standard format of board minutes or letter is reproduced in this 
manual. 

53 Where we have obtained sufficient independent corroborative 
evidence of particular representations, there is no need for reference to 
be made to such items in the letter or board minutes. 

54 It is senior’s responsibility to ensure that, as he reviews each 
section of the audit file and prepares points on accounts, he also 
makes a note on the appropriate file divider of any material oral 
representations which will need formal confirmation. 

5.5 Where written representations are obtained, we should: 

(i) ensure that such representations are not inconsistent with other- 
available audit evidence; and 

(ii) consider whether we need to refer to our reliance on such 
representations in our audit report. 

5.6 Where the representations are not recorded by way of 
individual board minutes, the firm’s policy is to request that the letter 
be considered at a Board meeting and its approval formally minuted. 
In this way. the letter brings contentious matters and items of 
subjective opinion to the attention of the whole of the Board of 
Directors. This is particularly important where reliance has been 
placed on the representations and opinions of one director, possibly 
the Managing Director, and where there is some doubt that other 
directors, including non-executive directors, are aware of, or agree 
with, those representations and opinions. 

5.7 If possible a representative of the firm, normally the 
engagement partner, should attend the meeting at which the letter is 
considered and approved, or at which the individual representations 
are minuted, particularly if the directors are known to have differing 
views on any matters included. This procedure should equally be 
applied to private companies which have “outside interests’’ 
represented on the Board but it is clearly less relevant where this is not 
the case. 

53 Where we prepare the financial statements for the company (as 
opposed to merely auditing them), it may be desirable for the 
directors to acknowledge their responsibility for the financial 
statements when confirming their representations in writing. 

5.9 The letter should be typed on the client’s headed notepaper and 
addressed to the firm. It normally carries the same date as the 
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directors’ signatures on the balance sheet (because both are usually 
approved at the same board meeting) and is thus usually signed 
immediately before the audit report is signed. If there is, however, a 
significant delay between the date of the letter of representation and 
the date of the audit report we should consider requesting further 
representation in respect of any post balance sheet events in the 
intervening period. The letter of representation should never be 
signed later than the date of the audit report since it is part of the 
evidence on which the opinion expressed in our report is based. 
5.10 If the client indicates that he is not prepared to sign a letter of 
representation, the engagement partner should be informed at once. 
U Itimately we will have to decide whether, in the absence of the letter, 
we have received all the information and explanations necessary in 
order to present an unqualified audit report. 

6 LETTERS TO MANAGEMENT 

6.1 Introduction 

6.1.1 We normally send formal letters to the client’s senior 
management containing our observations on matters arising during 
the course of our audit. The primary purpose of such letters is to 
provide constructive advice and assistance where circumstances 
indicate that enterprise would benefit from improvements in 
financial controls and in other accounting procedures. They also 
protect the firm against criticism in future years by providing 
evidence of matters drawn to the attention of the client’s 
management. 

6.1.2 Separate letters should be sent after each stage of our audit; 
for the larger client we should therefore expect to send; 

(i) a management letter after the installation review, dealing with 
the controls and procedures within the computer installation; 

(ii) a management letter after the interim visit, dealing mainly with 
weaknesses in accounting procedures and internal control; 

(iii) a post audit letter after the completion of the audit, dealing with 
matters arising during the audit of the final accounts. 

6.2 Contents 

62.1 The contents of letters to management will obviously vaiy 
depending on the circumstances. They may deal with, inter alia, the 
following: 
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• weaknesses and inefficiencies in financial accounting or 
management information procedures, in the system of internal 
control or in the computer installation, together with 
recommendations for improvement 

• systems breakdowns during the period under review, together with 
a summary of the nature and amounts of material errors 
discovered 

• additional time necessary on audit work occasioned by systems 
weaknesses or the failure of the client to adhere to previously 
agreed timetables, with recommendations to effect better planning 
and conduct of the audit 

• comments on the appropriateness of accounting policies or 
methods of disclosure 

• advice and suggestions on the financial and accounting efficiency 
of the client’s operations 

• the presentation, interpretation and analysis of financial 
statements 

• our appreciation for the co-operation and assistance of the client's 
staff during the course of the audit. 

62.2 Nothing in our letter should be inconsistent with the audit 
opinion. An exaggerated criticism may be irreconcilable with an 
unqualified audit report. 

623 Matters that should be dealt with in the audit report must not 
be dealt with in a letter instead, even if the client’s management and its 
shareholders are the same individuals. 

62.4 If we make any comments on a client’s accounting system we 
must also make it clear that the scope of our audit work did not 
include a comprehensive review of all procedures and that our 
suggestions in the letter are not therefore a complete report. 

62.5 Any criticisms contained in the letter should be specific, 
detailed and factual. They must not be vague on general assertions 
unsupported by particular examples. 

6.2.6 Recommendations should be practical, bearing in mind the size 
of the enterprise and its resources. They should be sympathetic to the 
client’s business objectives. 

62.7 Reference should normally be made to points raised in 
previous letters not acted on by the client (unless the points are now 
obsolete, for example because alternative control procedures have 
been instituted). These must be treated with care since repeating 
annually and at length points which the client has decided to ignore 
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may distract his attention from any more significant matters which 
have arisen during the current year. 

62.S As an alternative to repeating each point in full we should 
therefore consider: 

(i) amending the comments made in the previous year in order to 
give more constructive recommendations; 

(ii) referring to certain points in our previous letter(s) without 
repeating them in full; or 

(iii) leaving the points out altogether. 

The appropriate treatment will depend on the significance of the 
point and the reasons why the client has not acted upon the previous 
recommendation. 

6.3 Format 

63.1 Where we are reporting weaknesses which are mainly 
procedural (typically in the management letter sent after our interim 
visit) the format of the letter is set out in Appendix 11.3 to this 
chapter. 

6.3.2 This format comprises a covering letter together with a 
memorandum containing the detailed points. The covering tetter sets 
out the scope of the work from which the points arose together with a 
summary of the more important matters. It should make reference, if 
necessary, to shortcomings pointed out in previous years but which 
have not been remedied. 

633 The four-column format of the memorandum ensures that 
suggestions are properly thought-out and logically presented. 
However, there may be circumstances in which such a format would 
be inappropriate (for example, where issues are being raised for 
further discussion) and, subject to the engagement partner’s 
approval, an ordinary form of letter can be used. The memorandum 
should concentrate on the more significant matters revealed by our 
work; minoi weaknesses, if included at all, should be briefly set out in 
an appendix to the memorandum. 

63.4 Where we are commenting mainly on matters other than 
weaknesses in the accounting system(typically in the post-audit letter 
sent after the final visit), a report format rather than a columnar 
format should be adopted. The introduction should note that the 
contents have been discussed with members of the client’s staff and 
should draw the reader’s attention to any matters considered to be of 
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particular importance. The body of the letter should be logically 
arranged into sections (for example, by accounts headings). Client’s 
comments should be included where appropriate. Minor points 
should be relegated to an appendix. 

6.4 Addressee 

64.1 The letter will normally be addressed to the Managing 
Director, but managers should confirm this with the engagement 
partner. However, the firm considers that in the case of public 
companies with “outside interests” represented on the Board, it is 
important that the letter is addressed to the Board of Directors. 
Where the letter indicates material weaknesses in internal control, we 
should ensure that each director receives a copy of the letter and, 
ideally, that it is discussed at a Board Meeting and duly minuted. It is 
appreciated that in practice this may be difficult to achieve and eacl^*' 
case should be considered on its merits. An early opportunity should 
be taken by the engagement partner or audit manager, as 
appropriate, to explain our general policy and requirements to the 
Managing and Finance Directors and to the Chief Accountant so 
that, should the need arise, possible resistance to the request may be 
minimised. 

6.5 Other recipients 

6.5.1 There is a growing trend for regulatory bodies and other third 
parties (such as banks) to request sight of letters to management. 
Such letters are confidential communications between us and our 
client. We should not reveal the contents of the letter to any third 
party without the client’s permission. 

6.6 Procedures 

6.6.1 Information for inclusion in the letter will normally result 
from: 

• the documentation of procedures and walk-through tests 

• the assessment of the systems 

• the audit tests carried out 

in each section of the audit and from the review of the financial 
statements. 

6.6.2 The collection of such information should not be left to the 
end of the audit visit. Draft schedules should be maintained (in the 
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four-column format, if appropriate) on Section 2 of the file on which 
suggestions should be noted as they arise. 

6.6.3 We should always carry out sufficient work to establish the 
validity of the matters raised. Careful consideration should be given 
to the necessity to illustrate shortcomings by reference to specific 
instances. 

6.6.4 The staff members who drafts the point should always confirm 
the current procedure with the relevant members of the client’s staff. 
Where appropriate, the likely consequences and the suggested 
improvements should be discussed with the relevant staff member 
and any comments noted on the draft. 

6.6.5 Such preliminary discussions help us to avoid 
misapprehensions and impractical suggestions that would otherwise 
undermine the credibility of the letter, and oversights that would 
otherwise suggest an ignorance of certain aspects of the client’s 
management information system (for example, where the 
management relies on parallel sources of information outside the 
financial accounting system). 

6.6.6 The content of the memorandum should be discussed 
personally by the manager or senior with the Chief Accountant, 
Managing Director or other appropriate official, and their comments 
recorded in the final column of the memorandum before the letter is 
formally sent to the client. If a personal discussion is impracticable 
the draft letter should be sent to the client with a request for his 
written comments, which should then be incorporated in the final 
letter. 

6.7 Timing and follow-up 

6.7.1 A delay in sending a letter to management reduces its 
effectiveness both because it implies a lack of urgency and 
importance of the matters raised and because it shows a lack of 
courtesy. It is important therefore that the letter is sent to the client at 
the latest within three weeks of the completion of the particular stage 
of our audit. However, an interim report must be submitted 
immediately if we discover serious weaknesses which have resulted, 
and may continue to result, in losses to the client. 

6.7.2 Copies of all management and post-audit letters must be found 
in Section 2 of the permanent notes file, the current audit file and the 
following year’s file. 

6.7.3 These letters should be reviewed with the client at the 
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beginning of the next stage of the audit or the following year’s audit, 
as appropriate. Any remedial action taken by the client should be 
noted on the copy of the letter held on the permanent notes file and 
appropriate amendments should be made to the audit programme. 

7 POINTS FORWARD 

7.1 Points will arise during an audit which need to be considered on 
the following year’s aidit. It is important that an adequate record to 
these points should be retained in section 2 of the audit file and 
carried forward to the following year. A review of these points, 
together with any others raised in the post audit letter should be 
undertaken at the commencement of the following year’s audit and 
the action taken by us to deal with them should be noted. Such points 
could include; 

• audit areas which have caused problems in the year, or where 
problems are envisaged in the following year 

• impending changes which will affect audit procedures 

• ideas for changing the emphasis or direction or otherwise 
improving the efficiency of the audit. 

7.2 This section should not be used to defer the consideration of 
points which ought properly to be dealt with in the year under review. 

8 SUMMARY OF ERRORS AND OMISSIONS 

8.1 it is essential that we should summarise in one place in our 
working papers the combined effects of errors found or indicated as 
likely to exist by our audit work. This avoids the danger of a 
piecemeal evaluation. Our procedures for documenting and 
summarising errors are set out in Chapter 7. 

8.2 At the end of the audit the senior or manager should conclude as 
to the net effect of the total of unprocessed errors; this should be 
summarised on the Points on accounts form whether or not the effect 
is considered material. We should consider whether any errors should 
also be reported formally in our post audit letter. 
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SPECIMEN POINTS ON ACCOUNTS 


Year end Schedule No. 
31 12.84 2.1 I 

CLIENT: SPONDULIX (TEAS) LTD. Prepared 

by P.J. 


Accounts Appraisal 
1. results for the year 


% Difference % Difference 
Budget/Actual 84/83 

Sale -6% +12.8% 

CO.S -7% fll.5% 

1984 

Rs.IOOO 

Actual 

4515.0 

3123.4 

1984 

Rs.IOOO 

Budget 

4800.0 

3360.0 

1983 

Rs.IOOO 

Actual 

4003.0 

2802.0 

G P. 

1391.6 

1440.0 

1201.0 

G.P.%, 

30.8% 

30%, 

30% 

G.P. 

Expenses +1.6% +22.6% 

N.P. pre tax 

Tax 

Rs.IOOO 

1391.6 

(863.6) 

Rs 1000 

1440.0 

(850.0) 

Rs.IOOO 

1201 0 
(704.2) 

528.0 

250.0 

590.0 

(Not 

Budgeted) 

496.8 

232.0 

N.P. post tax 

278.0 


264.8 

G.P.%1 By quarters 

12/84 9/84 

27.9% 30.0% 

6/84 

30.5% 

3/84 

33.9% 

12/83 

30% 


Accounts Appraisal 

LI The company increased its selling prices by ]5‘A% in early J 2.1 

January in response to an increase in tea costs (see 1.4 below) 
and packaging costs (see 1.6 below). 

1.2 The failure to reach budgeted sales arose from the need to 
increase sales prices at the beginning of the year prior to the 
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Points on accounts continued. Year end Schedule No. 

31.12.84 2.1.2 

CLIENT: SPONDULIX (TEAS) LI D Prepared 

by P.I 

“new image" launch The budgeted increase of 20% was based on 
virtually no price increase, but a greater market share as a 
result of heavy advertising. Extcnsne publicity given to the 
rise in tea price impaired the successful launch of the new 
range. 

I 3 Although the new prices were maintained during the year sales 
volume decreased slightly (about 3%) from April following a 
price cut by the mam competitors The company believes that 
the impact of this price cut was lessened because 

(i) they are the premier brand in the high quality tea bag market and thus 
command considerable customer loyalty, and 

(ii) price cutting did not affect the contracts for “own label" leas 
negotiated with Tesbury’s and Sainsco at the start of the year. 

1.4 The main reason fos the increase in cost of sales was the 18% J. 2 2 

rise in tea prices as a result of the failure of the Ceylon crop 

and continuing difficulties with the Kenyan supplies especially 
at the end of the year 

1.5 This can be seen in the quartely gross profit percentages' 

(i) The increase in the first quarter reflects the benefit of the “stock 
holding” gam resulting from the sudden increase in tea prices and the 
immediate increase m selling prices. 

(ii) The decline m gross profit percentage in the final quarter resulted from 
unchanged sales price despite the intense pressure on Kenyan prices 
at auction. 


1.6 


Major expense categories arc. 

Ks 

Advertising/ Marketing (i) 

Employment costs (li) 

Power (“') 

Rates 

Packaging (v) 

(i) Cost of launch of new range 

(ii) Manpower levels static 1984/83. Salary and wage rises of 7% offset by 

reduction in employers N.l.C. ^ ^ 

(lii) Gas/electricity charges increased by 18%. Extra consumption or heating m 

very cold period Dec/Mar / if 

(iv) Rates increase as a result of new local council 

(V) Packaging costs increased at start ol year. Main supplier had held ba^ck 
price rise m 1983. 


1984 

% 

’(K)0 

Increase 

130 

167 

382 

5 

62 

24 

30 

20 

156 

14 


1983 J 3 
Rs ’000 
60 
364 
50 
25 
137 
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Points on accounts continued. 
CLIENT SPONDULIX (TEAS) LID. 

Accounts Appraisal 


Year end Schedule No. 

31.12.84 2.1.3 

Prepared 
by P.J. 


2 BALANCE SHEET REVIEW 


Debtors 

1984 
Rs '000 

1983 
Rs '000 


Per accounts 

698 

619 

H 1 

Trade debtors before bad 

debt provision 

Bad debt provisions as 

669 

599 

H 2.1 

of debtors 

2% 


H 7 

Trade Debtors 1 urn 

49 days 

47 days 


The movement reflects the 

increase 

m prices 


and the 4%. volume reduction dunng the year 


Stock 

1984 
Rs ’000 

1983 
Rs ’000 


Per accounts 

324 

309 

G A 2.1 

Stock turn 

37 days 

40 days 



Tea purchases (accounting for 80% of stock) 
increased in cost by 18% in the year whilst 
volumes fell by 15%. Tea stock were run down 
in the last quarter as the client is expecting 
prices to drop with the February crop (a view 
supported by the iorward prices). 


Creditors 

1984 

1983 


Rs ’000 

Rs ’000 

Per accounts 

536 

398 

Trade creditors 

389 

369 

Fixed asset creditor 

132 

_ 

Trade creditors turn 

52 days 

50 days 


Trade purchase costs have increased by 18% 
year on year, with a volume ieduction of 
13% in the last quarter. These movements 
are consistent with stcKk, debtors and the 
trading results. 
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Points on accounts continued. 

Year end 

Schedule No 


.11.12.84 

2.1.7 


Prepared 


CLIENT: SPONDULIX (TEAS) LTD 

by P J. 



Points 

DISPOSAL OF STORACii: UNIT 

The company has disposed of its 
storage unit in Liverpool for £52,000, 
realising a loss of £10,000 (The 
unit had been on the market for 
over a year.) Although contracts 
were unconditionally exchanged 
in December, completion did not 
take place until after the year 
end. 

The client does not want to recog¬ 
nise this disposal in the current 
year, arguing that the completion 
date rather than the exchange 
is the effective date of disposal 

Although 1 cannot agree with 
this reasoning, adjustment will 
only have a small effect on the 
P & L and will only involve 
re-classificalion in the balance 
sheet. 1 suggest that we include 
this matter in the post audit 
letter but that it is not 
sufficiently material to warrant 
adjustment. 

POSSIBLE LEGAL ACTION 

A competitor has made a claim 
against the company in lespect 
of alleged infringement of 
patent rights concerning 
“soluble” tea. However the 
company has been advised by 
its solicitors that there is 
no foundation to the claim and 
it is unlikely to go to 
court. 


Ref. Disposal Notes 


Agreed Discussed with 
JFD and explained that 
we are letting it go 
on materiality criterion. 

He has accepted that it will 
not create a precedent 

B.B 


The company does not wish to 
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disclose a contingent liability 
as they maintain that any possib¬ 
ility of loss is remote. 

Furthermore, the disclosure of 
the claim may bring adverse trade 
publicity. 

1 believe that non-disclosure 
on the grounds of remoteness is 

reasonable in view of the legal Agreed — Note also as 

opinion. However, I feel that follow-up point for 

this should be included 1985. 

in the letter ol representation B.B. 



APPENDIX 11.2 


SPECIMEN MANAGEMENT LETTER 

The Managing Director I5 October 1985 

Joints Limited 

Blackburn 

Lancashire 

Dear Sir 

Memorandum on Accounting System *and Internal Control 

As part of our audit of the company’s accounts for the year ending 31st 
December 1985, we have reviewed tlie company's accounting systems* 
and internal control. 1 he scope of our audit work did not include a 
comprehensive re\ iew of all procedures and our suggestions in the 
attached memorandum ate not therefore a complete report. 

The memorandum sets outareas where improvements could be made 
to the accounting systems* and internal control. These have been 
discussed with Mr. Mitchell, your chief accountant, and his 
comments are shown in the last column. 

We particularly draw your attention to the lack of slock control at 
both the factories and depots, as this could result in substantial losses 
to the company. In view of the importance of stock control, we 
suggest that you review as soon as possible the problems involved and 
take steps to improve the position. 

We shall be pleased to discuss this, and anyof the other matters raised 
in the memorandum with you or your staff. 

Yours faithfully. 


^delete as appropriate 



JOINTS LIMITED—MEMORANDUM TO LETTER DATED 15TH OCTOBER 1985 
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The Auditor of a Limited 
Company 


Part II 




CHAPTER 12 


THE AUDITOR OF A LIMITED 

COMPANY 
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12 Duties of the Auditor 
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Further Duties 12.2 

13 Public Deposits 

Section 58A of the Companies Act, 1956 13.1 

Applicability 13.8 

Exempted Deposits 13.9 
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Net Owned Funds 13.13 

Maintenance of Liquid Assets 13.14 

Form and Particulars of Advertisement 13.15 
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1 INTRODUCTION 

1.1 The majority of the audits undertaken by Professional 
Accountants are those of limited companies and it is, therefore, 
essential that the auditor should be fully conversant with the 
provisions of the Companies Act, 1956, relating to this appointment, 
duties and rights. 
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2 QUALIFICATIONS AND DISQUALIFICATIONS OF AN 
AUDITOR 

2.1 The auditor of a company must possess the qualifications 
prescribed by Section 226( 1) and (2), Companies Act, 1956, which are 
given hereunder: 


(1) A person shall not be qualified for appointment as auditor of a company unless he 
IS a chartered accountant withm the meaning of the Chartered Accountants Act, 1949; 

Provided that a firm whereof all the partners practising in India are qualified for 
appointment as aforesaid may be appointed by its firm name to be auditor of a 
company, in which case any partner so practising may act in the name of the firm. 

(2) (a) Notwithstanding anything contained in sub-section (I), but subject to the 
provisions of any rules made under clause (b), the holder of a certificate granted under 
a law in force in the whole or any portion of a Part B State immediately before the 
commencement of the Pait B States, (Laws) Act 1951 or of the Jammu and Kashmir 
(Extension of Laws) Act, 1956, as the case may be, entitling him to act as an auditor of 
companies in the territories which, immediately before the Isl November, 1956, were 
comprised in that State or any portion thereof, shall be entitled to be appointed to act 
as an auditor of companies registered anywhere in India. 

(hj 'fhe Central Government may, by notification in the Official Gazette, make rules 
providing for the grant, renewal, suspension or cancellation of auditors’certificates to 
persons in the temtones which, immediately before the 1st November, 1956, were 
comprised in Part B States for the purposes of clause (a), and prescribing conditions 
and restrictions for such grant, renewal, suspension or cancellation. 


2.2 Qualifications 

2.2.1 The object of Section 226 is to ensure that (/) an auditor 
possesses adequate educational qualifications for the profession of 
accounting and (//) he is independent of all influences, controls and 
personal interest in the company. 

2.2.2 An auditor must possess either of the following two 
qualifications namely : 

(0 a Chartered Accountant within the meaning of the Char¬ 
tered Accountants Act, 1949. Section 4 of this Act gives 
power to the Council or the Central Government to 
recognise foreign qualifications to enable a person to 
become a member of the Institute. A‘Chartered Accountant’ 
means a tit.i^on who is a member of the Institute. A firm, 
whereof all the partners practising in India are qualified as 
aforesaid, may be appointed by its firm name to be an auditor 
of a company, in which case any partner so practising may 
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act in the name of the firm. Or, 

(ii) a holder of a certificate under the Certified Auditors’ Rules, 
1961. Such certificate entitles him to act as an auditor 
anywhere in India. The Central Government may, by 
notification in the Official Gazette, make rules providing 
for the grant, renewal, suspension or cancellation of such 
certificates and may prescribe conditions and restrictions for 
such purposes. 

23 Disqualifications 

23.1 Section 226(3) prescribes that the following persons shall not 
be eligible for appointment as auditor of a company : 

(0 a body corporate; 

(ii) an officer or employee of the company ; [vide Section 2(30)— 
definition of an officer which, inter alia, includes a director]; 

(Hi) a partner or employee of an officer or employee of the 
company; 

(iv) a person who is indebted to the company for an amount 
exceeding Rs. 1,000 or who has given any guarantee or 
provided any security in connection with the indebtedness of 
a third party to the company for an amount exceeding 
Rs. 1,000; 

(v & vi) the disqualifications mentioned in Section 226(3)(e) and (f), 
have become redundant as a result of the abolition of the 
system of managing agency and secretaries and treasurers 
with effect from 3-4-1970. 

(vif) if he is disqualified, under any one of the above six clauses, 
for appointment as auditor, of any body corporate (or would 
be so disqualified if the body corporate were a company) 
which is (flf) that company’s subsidiary or (b) its holding 
company or (c) a subsidiary of its holding company. 

2.3.2 Under Section 224 (IB), the quantum of audits to be held by 
an auditor or a firm of auditors is limited, hence, where such limit is 
reached, the auditor or the firm of auditors concerned, will not be 
qualified for further appointments. 

In Section 226(3), references to an officer or employee shall be 
construed as not including references to an auditor. 

2.3.3 A Chartered Accountant is also subject to the disabilities 
prescribed under Section 8 of the Chartered Accountants Act, 1949. 
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2.3.4 If an auditor after his appointment becomes subject to any of 
the above seven disqualifications he shall be deemed to have vacated 
his office forthwith. 

3 APPOINTMENT OF AUDITORS 

3.1 The appointment of auditors is dealt with in Section 224, 
Companies Act, 1956, the provisions of which are as under: 

(1) Every company shall, at each annual general meeting, appoint an 
auditor or auditors to hold office from the conclusion of that 
meeting until the conclusion of the next annual general meeting 
and shall, within seven days of the appointment, give intimation 
thereof to every auditor so appointed: 

Provided that before any appointment or re-appointment of 
auditor or auditors is made by any company at any annual general 
meeting, a written certificate shall be obtained by the company from 
the auditor or auditors proposed to he so appointed to the effect that 
the appointment or re-appointment, if made, will be in accordance 
with the limits specified in subsection (IB). 

(IA) Every auditor appointed under subsection (1). shall within 
thirty days of the receipt from the company of the intimation of 
his appointment, inform the Registrar in writing that he has 
accepted, or refused to accept, the appointment. 

(IB) On and from the financial year next following the 
commencement of the Companies (Amendment) Act. 1974, no 
company or its Board of directors shall appoint or re-appoint 
any person or firm as its auditor if such person or firm is, at the 
date of such appointment or re-appointment, holding 
appointment as auditor of the specified number of companies 
or more than the specified number of companies: 

Provided that in the case of a firm of auditors, ‘specified number of 
companies ’ shall be construed as specified number oj companies per 
partner of the firm: 

Provided further that where any partner of the firm is also a 
partner of any other firm or firms of auditors, the number of 
companies which may be taken into account, by all the firms 
together, in relation to such partner shall not exceed the specified 
number in the aggregate: 
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Provided also that where anj' partner of a firm of auditors is also 
holding office, in his individual capacity, as the auditor of one or 
more companies, the number of companies which may be taken into 
account in his case shall not exceed the specified number, in the 
aggregate. 

(1C) For the purpose of enabling a company to comply with the 
provisions of sub-section (IB), a person or firm holding, 
immediately before the commencement of the Companies 
(Amendment) Act, 1974, appointment as the auditor of a 
number of companies exceeding the specified number, shall, 
within sixty days from such commencement, intimate his or its 
unwillingness to be re-appointed as the auditor from the 
financial year next following such commencement, to the 
company or companies of which he or it is not willing to he re - 
appointed as the auditor; and shall simultaneously intimate to 
the Registrar the names of the companies of which he or it is 
willing to he re-appointed as the auditor andforward a copy of 
the intimation to each of the companies referred to therein. 

Explanation I: For the purpo.ses of sub-section (IB) and (1C), 
‘specified number ’ means ,— 

(a) in the case of a person or firm holding appointment as auditor of 
a number of companies each of which has a paid-up .share capital 
of less than rupees twenty-five lakhs, twenty such companies; 

(b) in any other case, twenty companies, out of which not more 
than ten shall be companies each of which has a paid-up share 
capital of rupees twenty-fve lakhs or more. 

Explanation II: In computing the specified number, the number of 
companies in respect of which or any part of which any person or firm 
has been appointed as an auditor, whether singly or in combination 
with any other person or firm, shall be taken into account. 

(2) Subject to the provisions of sub-.wction (IB) and section 224A, 
at any annual general meeting, a retiring auditor, by whatsoever 
authority appointed, shall be re-appointed, unless — 

(a) he is not qualified for re-appointment; 

(b) he has given the company notice in writing of his 
unwillingness to be re-appointed; 
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(c) a resolution has been passed at that meeting appointing 
somebody instead of him or providing expressly that he shall 
not he re-appointed; or 

(d) where notice has been given of an intended resolution to 
appoint some person or persons in the place of a retiring 
auditor, and by reason of the death, incapacity or 
disqualification of that person or of all those persons, as the 
case may be, the resolution cannot be proceeded with. 


(3) Where at an annual general meeting no auditors are appointed or 
re-appointed, the Central Government may appoint a person to 
fill the vacancy. 

(4) The company shall, within seven days of the Central 
Government's power under sub-section (3), becoming exercisable, 
give notice of that fact to that Government; and, if a company 
fails to give such notice, the company, and every officer of the 
company who is in default, shall be punishable with fine which 
may extend to five hundred rupees. 

(5) The first auditor or auditors of a company shall he appointed by 
the Board of directors within one month of the date of 
registration of the company; and the auditor or auditors so 
appointed shall hold office until the conclusion of the first annual 
general meeting: 


Provided that — 

(a) the company may, at a general meeting, remove any such 
auditor or all or any of such auditors and appoint in his or 
their places any other person or persons who have been 
nominated for appointment by any member of the company 
and of whose nomination notice has been given to the 
members of the company not le.ss than fourteen days before 
the date of the meeting; and 

(b) if the Board fails to exercise its powers under this sub¬ 
section, the company in general meeting may appoint the 
first auditor or auditors. 

(6) (a) The Board may fill any casual vacancy in the office of an 
auditor; hut while any such vacancy continues, the 
remaining auditor or auditors, if any, may act: 
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Provided that where such vacancy is caused by the 
resignation of an auditor, the vacancy shall only be filled by 
the company in general meeting. 

(b) Any auditor appointed in a casual vacancy shall hold office 
until the conclusion of the next annual general meeting. 

(7) Except as provided in the provision to sub-section (5), any 
auditor appointed under this section may he removedfrom office 
before the expiry of his term only by the company in general 
meeting, after obtaining the previous approval of the Central 
Government in that behalf 

(8) The remuneration of the auditors of a company — 

(a) in the case of an auditor appointed by the Board or the 
Central Government, may he fixed by the Board or the 
Central Government, as the case may he; and 

(b) subject to clause (a), shall he fixed by the company in 
general meeting or in such manner as the company in 
general meeting may determine. 

For the purposes of this sub-section any sums paid by the company in 
respect of the auditors’ expenses shall be deemed to be included in the 
expression “remuneration”. 

3.2 The auditor of a company shall ordinarily be appointed by the 
company in annual general meeting. The tenure of his office extends 
from the conclusion of the meeting in which he is appointed until the 
conclusion of the next annual general meeting. When a company so 
appoints an auditor, it shall give intimation thereof to every auditor 
(including the retiring auditor) within seven days of the appointment. 
It appears that such notice need not be given if the auditor is appointed 
by the Board or at an extraordinary general meeting. 

3J Every auditor, including a retiring auditor, appointed under 
section 224(1), shall, within 30 days of the receipt of intimation from 
the company, inform the Registrar in writing whether he has accepted 
or refused to accept the appointment. Such intimation should be 
given in Form No. 23B of the Companies (Central Government’s) 
General Rules and Forms, 1956, which is as under: 
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FORM NO. 23B 

Registration No. of Company. 

Nominal Capital Rs. 

THE COMPANIES ACT. 1956 

Notice by Auditor 

Pursuant to section 224 (IA) 


1/We.hereby give notice 

to the Registrar of Companies. pursuant to 

section 224(1 A) of the Companies Act, 1956, that 1/We have 

received intimation dated the.day of 

.19.from.Limited/Private Limited of 

my/our having been appointed as auditor(s) for the year 

accepted 


and that I/We have 


refused to accept 


the appointment as 


auditor(s) of the company. 


Signature* 


Dated the . day of 19 . 

•Where the signatory is a partner of a firm of Chartered Accountants, the name of the 
firm also is to be indicated 

3.4 Limit on Quantum of Audits 

3.4.1 Neither a company nor its Board of Directors shall appoint or 
re-appoint any person or firm as its auditor if such person or firm, at 
the date of such appointment or re-appointment, is holding 
appointment as auditor of the specified number of companies or 
more than the specified number of companies. 

3.4.2 The amendment to Section 224 limits the quantum by 
specifying the number of audits an auditor can hold. The “specified 
number” means: 













220 


PRACTICAL AUDITING 


(1) Twenty companies in a case where, each company has a paid-up 
share capital of less than rupees twenty-five lakhs. 

(2) In any other case, the limit is twenty companies, out of which not 
more than ten companies shall have a paid-up share capital of 
rupees twenty-five lakhs or more. 

In computing the specified number, the number of companies in 
respect of which or any part of which any person or firm has been 
appointed as auditor, whcthei singly or in combination with any 
other person or firm, shall be taken into account. 

3.4.3 In the case of a firm of auditors, “specified number of 
companies" shall be construed as specified number of companies per 
partner of the firm. In the case of a partner of a firm who is also a 
partner of any other firm or firms, in relation to such partner, the 
number of companies which may be taken into account, by all the 
firms together, shall not exceed the specified number in the aggregate. 
In case where any partner of a firm is also an auditor in his individual 
capacity, the number of companies which may be taken into account 
in his case shall not exceed the specified number, in the aggregate. 

3.4.4 For the purposes of computing the specified number of audits, 
it is clarified that the branch audits and audit of foreign companies 
are not to be included. 

3.4.5 To enable a company to comply with the provisions of section 
224 (IB), it is provided that before any appointment or re¬ 
appointment of auditor or auditors is made by any company, a 
written certificate shall be obtained from the auditor or auditois 
proposed to be so appointed to the effect that such appointment, if 
made, will be in accordance with the limits specified in section 224 
(IB). 

3.5 First Auditors 

3.5.1 The Board of directors are empowered to appoint the first 
auditors of a company who shall hold office until the conclusion of 
the first annual general meeting. Such power must be exercised by the 
Board within one month of the date of registration of the company. If 
the Board fails to exercise this power, the company in general meeting 
may appoint the first auditors. 

3.6 Compulsory Re-appointment 

3.6.1 Subject to the provisions of Sections 224(1B) and 224A, at 



THE AUDITOR OF A LIMITED COMPANY 


221 


any annual general meeting, the retiring auditor, by whatever 
authority appointed (Board, general meeting, annual general meeting 
or Central Government) shall be re-appointed except in the following 
cases: 

(/) he is not qualified for re-appointment; 

(if) he has given a notice in writing of his unwillingness to be re¬ 
appointed; 

(Hi) a resolution is passed to the effect that he shall not be re¬ 
appointed or that somebody else be appointed in his place; 
(iv) where notice has been given of an intended resolution to 
appoint someone else and the resolution cannot be proceeded 
with on account of death, incapacity or disqualification of the 
proposed auditor. 

3.7 Casual Vacancy 

3.7.1 Where at an annual general meeting, no auditors are 
appointed or re-appointed, the Central Government may appoint a 
person to fill the vacancy. In case of such vacancy the company shall 
give notice to the Central Government within seven days of such 
power becoming exercisable and in case of default the company shall 
be punishable with a fine which may extend to Rs. 500. 

3.7.2 The Board may fill any casual vacancy, arising otherwise 
than by resignation, in the office of auditor. However, the casual 
vacancy arising out of resignation shall be filled only by the company 
in general meeting. While such vacancy continues, a remaining 
auditors, if any, may act. An auditor appointed to till a casual 
vacancy shall hold office until the conclusion of the next annual 
general mebting. 

3.8 Appointment of Auditors by Special Resolution 

3.8.1 Section 224A provides for the appointment or re-appointment 
of auditors at each Annual General Meeting, by a special resolution 
in case of a company in which not less than twenty-five per cent of the 
subscribed share capital is held, whether singly or in combination by 
the specified institutions and bodies. Section 224A is as under: 

224A. (1) In the case of a company in which not less than twenty- 
five per cent of the subscribed share capital is held, whether singly or 
in any combirmtiem, by — 

(a) a public financial institution or a Government company or 
Central Governpient or any State Government, or 
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(b) any financial or other institution established by any Provincial or 
State Act in which a State Government holds not less than fifty- 
one per cent of the subscribed share capital, or 

(c) a nationalised bank or an insurance company carrying on 
general insurance business, 

the appointment or re-appointment at each annual general meeting 
of an auditor or auditors shall be made by a special resolution. 

(2) Where any company referred to in sub-section (I) omits or fails 
to pass at its annual general meeting any special resolution 
appointing an auditor or auditors, it shall be deemed that no 
auditor or auditors had been appointed by the company at its 
annual general meeting, and thereupon the provisions of sub¬ 
section (3) of section 224 shall become applicable in relation to 
such company. 

Explanation: For the purpose of this section ,— 

(a) "general insurance business " has the meaning assigned to it in the 
General Insurance (Emergency Provisions) Act, 1971 (17 of 
1971): 

(b) "nationalised bank "means a corresponding new bank as defined 
in the Banking Companies [Acquisition and Transfer of 
Undertakings Act, 1970 (5 of 1970f\. 

3.8.2 Section 4A specifies the financial institutions which shall be 
regarded as public financial institutions. 

3JJ In case, as required by Section 224A(I), the auditors are not 
appointed by special resolution it shall be deemed that no auditors 
have been appointed by the company, and thereupon, under Section 
224(3), the Central Government may appoint a person to fill the 
vacancy. 

3.9 Appointment of Auditors tn Government Companies 

3.9.1 In case of Government Companies, section 619 makes special 
provisions for appointment and re-appointment of auditors. In case 
of Government Companies section 619 applies, notwithstanding 
anything contained in sections 224 to 233. The auditor of such a 
company shall be appointed or re-appointed by the Central 
Government on the advice of the Comptroller and Auditor-General 
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of India who is given power to direct the manner in which the 
company’s accounts shall be audited and to give instructions to him in 
regard to any matter relating to the performance of his functions as 
such. He may also conduct a supplementary or test audit of such 
company’s accounts by persons authorized by him in this behalf. For 
the purposes of such audit he has the power to require information or 
additional information to be furnished to the persons so authorized, 
on such matters and in such form, as he may direct. 

3.9.2 The auditor must submit a copy of his audit report to the 
Comptroller and Auditor-General of India who has the right to 
comment upon or supplement, the audit report in such manner as 
he may think fit and the same should be placed before the annual 
general meeting at the same time and in the same manner as the audit 
report. The provisions of Section 224( 1B) and {1C) in regard to the 
limit on quantum of audits apply to the appointment or re¬ 
appointment under this section. 

4 THE AUDITOR’S REMUNERATION 

4.1 The general rule is that the authority appointing the auditor is 
authorized to fix the remuneration. By Section 224(8), the 
remuneration of the auditors of a company— 

(a) in the case of an auditor appointed by the Board or the 
Central Government, may be fixed by the Board or the 
Central Government as the case may be; and 
{b) subject to clause (a), shall be fixed by the company in 
general meeting or in such manner as the company in 
general meeting may determine. 

For the purposes of this sub-section any sums paid by the company in 
respect of the auditor s expenses shall be deemed to be included in the 
expression “remuneration”. 

4.2 The profit and loss account shall further contain or give by way 
of a note detailed information in regard to the amounts paid to the 
auditor, whether as fees, expenses or otherwise for services rendered: 
(a) as auditor; and (b) in any other capacity (vide Schedule VI part II 
Clause 4B). 

In many cases in practice, the auditors charge an inclusive fee for 
auditing the company’s books and other work e.g., secretarial, 
taxation and accountancy matters. In these circumstances, the fee 
should be apportioned, the remuneration for the auditor’s duties 
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under the Act being separately specified. 

43 Under Schedule VI part II clause (4B) the profit and loss 
account must disclose the payments to the auditor whether as fees, 
expenses or otherwise for services rendered: 

(a) as auditor; 

(b) as adviser, or in any other capacity, in respect of— 

(i) taxation matters; 

(ii) company law matters; 

(iii) management services; and 

(c) in any other manner. 

The ICAI has recommended that fees as internal auditors be shown 
separately. 

5 THE REMOVAL OF AUDITORS 

5.1 When the first auditors of a company are appointed by the 
directors prior to the first annual general meeting, such auditors may 
be removed, before the expiry of their tenure of office, by the 
members in general meeting. The general meeting may, in their place, 
appoint any other person, notice for whose nomination has been 
given by any member not less than fourteen days before the date of 
the meeting. Such power to remove the auditor may be exercised in 
respect of all or any of the auditors. 

In any other case, any auditor may be removed from office, before 
the expiry of his term, only by the company in general meeting after 
obtaining the previous approval of the Central Government[Section 
224(7)]. 

5.2 Section 225, makes special provisions in respect of a resolution 
appointing a person other than a retiring auditor or for providing 
expressly that a retiring auditor shall not be re-appointed. Special 
notice, under Section 190, of the intention to move such resolution, 
must be given to the company by a member, not less than fourteen 
clear days before the annual general meeting. On receipt of such 
notice a company must forthwith send a copy thereof to the retiring 
auditor. 

5.3 The fact that notice must be sent to the retiring auditor, and to 
all members prior to the general meeting, in the event of any auditor 
other than the retiring auditor being nominated, prevents any 
alteration in the appointment without the knowledge of all the 
members. 
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5A If the retiring auditor wishes to do so, he may, after receipt of 
the notice intimating that a resolution is to be moved appointing 
another person in his place or that he shall not be reappointed auditor 
of the company, make representations to the company in writing (not 
exceeding a reasonable length) and ask for such representations to be 
sent to the members of the company. On receipt of such 
representations the company, must unless it is too late to do so— 
(a) state the fact that such representations have been made, in any 
notice of the resolution sent to members; and 
(^) send a copy of the representations to every member of the 
company to whom notice of the meeting is sent (whether before 
or after receipt of the representations by the company). 

5.5 If a copy of the representations is not sent to the members, either 
because it was received too late to do so, or because of default by the 
company, the auditor may insist that the representations shall be read 
out at the meeting. The Act provides, however, that copies of the 
representations need to be sent out, and the representations need not 
be read out at the meeting if, on the application either of the company 
or of any other person who claims to be aggrieved, the Court is 
satisfied that the rights conferred upon the auditor by Section 225 are 
being abused to secure needless publicity for defamatory matter. In 
these circumstances, the Court may order the company’s costs on such 
an application to be paid in whole or in part by the auditor, 
notwithstanding that he was not a party to the application. The above 
procedure is applicable also to the removal of the first auditor under 
Section 224 (5) and the removal of an auditor before theexpiry of his 
term under Section 224(7). 

5.6 It must, of course, be remembered that in addition to his right to 
make written representations, the retiring auditor has the power to 
attend the annual general meeting at which his removal is to be 
proposed and to address the members. 

5.7 It will be observed that although the directors have power to 
appoint the first auditors before the first annual general meeting, 
such auditors can be removed by resolution of the company in 
general meeting, and in this way the ultimate right of appointment 
rests with the members in every instance, with the exception of a 
casual vacancy arising otherwise than by resignation. This 
emphasises the fact that the auditor is responsible to the members, 
and acts on their behalf, and not on behalf of the directors. In actual 
practice, as the directors are agents for the members in conducting the 
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affairs of the company, the auditor will naturally come into personal 
contact with them in the course of his duties, and he will sometimes 
meet directors who seem to consider that the auditor exists merely to 
seal with his official approval the accounts presented by the Board; 
but it must be remembered that the auditor is the representative of the 
members, and his statutory duties are owed to them. 

5.8 Before accepting an appointment as an auditor, a Chartered 
Accountant should specially bear in mind the clauses{8),(9)and(12) 
of Part I of the First Schedule to the Chartered Accountants Act, 

1949, which are as under : 

(8) accepts a position as auditor previously held by another 
chartered accountant or a restricted State auditor without first 
communicating with him in writing; 

(9) accepts an appointment as auditor of a company without first 
ascertaining from it whether the requirements of Section 226* of 
the Companies Act, 1956, in respect of such appointment have 
been duly complied with; 

(12) accepts a position as auditor previously held by some other 
chartered accountant or a restricted State auditor in such 
conditions as to constitute undercutting. 

Failure to comply with the above will make him liable to 
disciplinary action and he may be held guilty of conduct rendering 
him unfit to be a member of the Institute. 

6 JOINT AUDITORS, BRANCH AUDITORS & SPECIAL 
AUDITORS 

6.1 Joint Auditors 

6.1.1 Two or more auditors are sometimes appointed, particularly 
in the case of large concerns, such as banking or insurance 
companies, or where the regulations of the company so require. In 
such cases each auditor is jointly responsible; but where the work 
performed by the auditors is divided by mutual agreement, it may be 
desirable for each auditor to avoid responsibility for work he has not 
performed, by a specific statement in the report as to the extent of the 
audit carried out by him. 

•Reference to Section 226 is an obvious mistake. The reference is intended to 
Sections 224 and 225. 
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6.12 In 'his behalf reference should be made to the 
recommendations of the Institute of Chartered Accountants of India 
in respect of “Statement on the responsibility of Joint Auditors”. 

6.2 Branch Auditors 

6.2.1 The audit of accounts of a branch office of a company is dealt 
with in Section 228. Where a company has a branch office in India, 
the accounts of that office shall be audited by the company’s auditors 
or by a person qualified under Section 226. Where the branch office is 
situated outside India, the accounts of that office shall be audited by 
the company’s auditors or by a person qualified under Section 226 or 
by an accountant duly qualified to act as an auditor in accordance 
with the laws of the country in which the branch office is situated. 

62.2 The company may decide in general meeting to have the 
accounts of a branch audited otherwise than by the company’s 
auditors in which case the meeting should appoint any qualified 
person as auditor of the branch or authorise the Board of directors to 
appoint a qualified person as auditor for the branch in consultation 
with the company’s auditors. 

6.2.3 The branch auditor has, in respect of the audit of a branch, the 
same powers and duties as the company’s auditors. He should prepare 
a report on the accounts of the branch and forward it to the 
company’s auditors who may deal with the same, as they consider 
necessary, while preparing the auditors’ report. His remuneration 
and terms and conditions of his appointment shall be such as may be 
fixed by the general meeting or by the Board if so authorised by the 
general meeting. 

6.2.4 When the accounts of any branch office are not audited by the 
company’s auditor, he shall be entitled to visit the branch office if he 
deems it necessary and he shall have a right of access at all times to the 
books, accounts and vouchers maintained at the branch office. 
H owever, in case of a foreign branch of a Banking company it shall be 
sufficient if the auditor is allowed access to such copies or extracts 
from the books of accounts of the branch as have been transmitted to 
the principal office in India. 

6.2.5 In exercise of the powers conferred by Section 228(4) the 
Central Government have made “Companies (Branch Audit 
Exemption) Rules, 1961” specifying the conditions for exemption 
from branch audit. In this behalf reference should be made to the 
recommendations of the Institute of Chartered Accountants of India 
in respect of “Branch Audits”. 
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6.3 Special Auditors 

63.1 Section 233A, Companies Act, 1956, provides: 

Where the Central Government is of the opinion— 

(a) that the affairs of any company are not being managed in 
accordance with sound business principles or prudent 
commercial practices ; or 

(b) that any company is being managed in a manner likely to cause 
serious injury or damage to the interests of the trade, industry or 
business to which it pertains; or 

(c) that the financial position of any company is such as to endanger 
its solvency; 

the Central Government may, by order, direct that a special audit of 
the company's accounts shall be conducted. 

6.3.2 The Central Government may, by order, specify the period or 
periods to be covered by special audit and may by the same or a different 
order appoint either a chartered accountant (whether in practice or 
not) or the company's auditor himself to conduct such special audit. 
Such auditor is referred to in the section as a ‘Special Auditor’. His 
powers and duties shall be the same as those of the statutory auditor 
under Section 227. 

63.3 The special auditor shall make his report to the Central 
Government. The report shall include all matters as are required to be 
included in the auditor’s report under Section 227, and shall 
further include a statement on such other matter as may be directed 
by the Government. 

63.4 The Central Government has power to direct any person to 
furnish such information or additional information as the special 
auditor may require. The Central Government may take such action 
as it considers necessary on receipt of the report of the special auditor. 
If it does not take any action on the report within four months from 
its receipt, it shall send a copy or relevant extract therefrom to the 
company with its comments and may require the company either to 
circulate the same to the members or have them read before the 
company’s next general meeting. 

The expenses of and incidental to any special audit shall be 
determined by the Central Govemmenr and shall be bnrne by the 
company. 
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7 COST AUDIT 

7.1 Section 233 (B) is enacted to enable Government to issue 
necessary directions for audit of cost accounts of companies engaged 
in production, processing, manufacturing or mining activities. In 
order to facilitate the audit of cost accounts, the Central Government 
is given a power, under Section 209( 1 Xd) to include particulars in the 
books of accounts relating to the utilization of material or labour or 
to other items of cost as may be prescribed. 

7.2 The Central Government may, by order, direct that the audit of 
cost accounts shall be conducted in such manner as may be specified in 
its order. Such audit should be conducted, by an auditor who shall be 
a cost accountant within the meaning of Cost and Works Accountants 
Act, 1959. 

7.3 Cost auditor shall be appointed by the Board of directors with 
the previous approval of the Central Government. The cost audit is in 
addition to an audit conducted by an auditor appointed under 
Section 224. The cost auditor is subject to the same disqualifications 
as are referred to in sub-sections (3) & (4) of Section 226. A person 
appointed as auditor under section 224 cannot be appointed as cost 
auditor. After being appointed, if the cost auditor becomes subject to 
any of these disqualifications, he shall cease to conduct the audit of 
the Cost accounts. 

7.4 The cost auditor has the same powers and duties, as an auditor 
of a company has under Secion 227(1) of the Act, he shall make his 
report to the Central Government in such form and within such time 
as may be prescribed and shall also at the same time forward a copy of 
the report to the company. 

7.5 Upon receipt of an order of the Central Government, the 
company shall give all facilities and assistance to the cost auditor for 
conducting the audit of the cost accounts. 

7.6 Within thirty da> s of the receipt of the report, the company shall 
furnish to the Central Government full information and explanations 
on every reservation or qualification contained in such report. 
Thereafter if the Central Government is of the opinion that further 
information and explanation is necessary, it may call for the same, 
and the company shall furnish the same within the time specified. 
After considering the cost auditors' report and the information and 
explanations furnished by the company, the Central Government 
may take such action on the report, in accordance with the 
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Companies Act or any other law, as it may consider necessary. The 
Central Government may direct that the whole or specified portion of 
the report of the cost auditor be circulated to the members, along with 
a notice of the annual general meeting to be held for the first time 
after the submission of the report. 

8 TAX AUDIT 

8.1 Books of Account 

8.1.1 It may be noted that section 44 A A of the Income-tax Act, 
1961 requires maintenance of accounts by certain persons carrying on 
profession or business. 

8.1.2 The persons who are required to maintain books of account 
are: — 

(/) Those carrying on legal, medical, engineering or architectural 
profession or the profession of accountancy or technical consultancy 
or interior decoration or any other notified profession; 

(ii) Those whose income from business or profession (not being a 
profession referred to above) exceeds twenty-five thousand rupees or 
whose total sales, turnover or gross receipts, as the case may be, 
exceed two hundred and fifty thousand rupees in any one of the three 
years immediately preceding the previous year; or 
(Hi) Those whose business or profession is newly set-up in any 
previous year and whose income from business or profession is likely 
to exceed twenty five thousand rupees or whose sales, turnover or 
gross receipts, as the case may be, in business or profession are or is 
likely to exceed two hundred and fifty thousand rupees, during the 
.said previous year. 

8.1.3 Every person referred to above should keep and maintain 
such books of accounts as may enable the Income-tax Officer to 
compute his total income in accordance with the provisions of the 
Income-tax Act, 1961. The Board is empowered to prescribe, by 
rules, the books of account and other documents to be kept and 
maintained and the particulars to be contained therein and the form 
and manner in which and the place at which they should be kept and 
maintained. The Board may also prescribe by rules the period for 
which the books of account and other documents are to be kept and 
maintained. 

8.1.4 Rule 6F of the Income-tax Rules, 1962 prescribes the books of 
account and other documents to be kept and maintained under 
section 44AA(3) by persons carrying on certain professions. 
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8.1.5 The books of account and other documents required to be 
maintained are: 

(a) Cash book 

(b) Journal, if the accounts are maintained according to the 
mercantile system of accounting 

(c) Ledger 

(d) Carbon copies of bills issued 

(e) Original bills and receipts in respect of expenditure incurred. 

A person carrying on medical profession must in addition to the 

above, maintain: 

(0 a daily case register in the prescribed form; and 
(ii) an inventory under broad heads as on the first and the last day of 
the previous year. 

8.1.6 The above books and documents are required to be 
maintained for a period of eight years from the end of the relevant 
assessment year, at the place where the profession is carried on. 
However, the cash book and ledger are required to be kept and 
maintained for a period of sixteen years from the end of the relevant 
assessment year. 

8.2 Audit 

8.2.1 With effect from 1st April, 1985, section 44AB of the Income- 
tax Act, 1961 requires certain persons carrying on business or 
profession to get their accounts audited. 

8.2.2 It applies to every person: 

(a) Carrying on business if his total sales, turnover or gross receipts 
exceed forty lac rupees in any previous year relevant to the 
assessment year 1985-86 or any subsequent assessment year. 

(b) Carrying on profession if his gross receipts in profession exceed 
ten lac rupees in any previous year relevant to the assessment year 
1985-86 or any subsequent assessment year. 

8.2.3 Such person is required to get his accounts of the relevant 
previous year audited by an accountant before the ‘specified date'and 
obtain before that date the report of such audit in the prescribed 
form. 

8.2.4 The ‘specified date’ means the date of the expiry of four 
months from the end of the previous year or if there is more than one 
previous year, the expiry of four months from the end of the previous 
year which expired last, or 30th June of the assessment year, 
whichever is later. 
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8.2.5 Rule 6G prescribes the format of the report of audit of the 
accounts of a person required to be furnished under section 44AB as 
under:— 

Form Person to whom it applies 
No. 

3CA Person who carries on business and who is required by or 
under any law to get his accounts audited. 

3CB Person who carries on business, but not being a person 
referred to above. 

3CC Person who carries on profession. 

8.2.6 The particulars that are requii ed to be furnished under section 
44AB shall, in case of a person: 

(а) who is carrying on business, be in Form No. 3CD 

(б) who is carrying on profession be in Form No. 3CE. 

8.3 Form No. 3CD and Form No. 3CE stating the particulars 
required to be furnished in the case of a person carrying on 
business and profession respectively, are reproduced below: 

FORM NO. 3CD 
[See rule 6G(2)(a)] 

Statement of particulars in the case of a person carrying on 

business 

1. Books of account examined 

2. Method of accounting employed (Indicate whether there is any 
change from the method of accounting employed in the 
immediately preceding previous year) 

3. (/) Method of valuation of opening and closing stock-in-trade 
(//) State whether there is any change in the method of valuation 
of any of the aforesaid items as compared to the method 
employed in the immediately preceding previous year 

(Hi) If the answer to (it) above is in the affirmative, specify the 
amount by which the profit or loss for the year has been affected 
by such change 

Note : In case of a dealer in goods, give quantitative details on the lines specified 
under the heading finished products in item 12 below. 

4. Amount of expenditure incurred by the asscssec by way of, or 
on,— 
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(i) capital expenditure debited to the profit and loss account 
(I'O personal expenses debited to the profit and loss account 
(/I’O advertisement, publicity and sales promotion outside India 
in respect of the goods, services or facilities which the 
assessee deals in or provides in the course of his business but 
excluding expenditure covered by items (iv) and (v) below 

(iv) articles presented or intended for presentation where 
expenditure on each such article is in excess of fifty rupees 

(v) advertisement in any souvenir, brochure tract, pamphlet or the 
like published by a political party 


Notes: 1 . In the case of a person engaged in the business of operation of 
aircraft, information in respect of expenditure incurred on run¬ 
ning and maintenance of such aircraft need not be given. 

2. In the case of a person engaged in the business of running motor 
cars on hire, information in respect of expenditure incurred in 
running and maintenance of such motor cars need not be given. 


(v/) travelling including foreign travel (Indicate separately the 
expenditure in excess of the limits laid down in rule 6D of the 
Income-tax Rules, 1962 and attach a statement showing how 
such expenditure has been arrived at. Also, attach a list of 
names of persons in case of foreign travel) 

(vii) maintenance of accommodation in the nature of guest house 
(Indicate the depreciation in respect of the building used as a 
guest house and in respect of the assets in the guest house. 
Also indicate separately the amount received from persons 
using the guest house) 

(viii) entertainment (including the amount of entertainment 
allowance paid to any employee or other person) 

(ix) scientific research (indicate separately expenditure of capital 
nature) 

(x) bonus or commission paid to employees (In respect of bonus 
paid to an employee employed in a factory or other 
establishment to which the provisions of the Payment of 
Bonus Act, 1965, apply, indicate whether the bonus paid 
exceeds the amount of bonus payable under that Act) 

(xt) payments made to clubs 

(xii) fees or other remuneration paid in excess of Rs. 10,000 to 
any person (other than an employee of the assessee) for any 
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assessment year for services specified in clauses (a) and (b) 
and advice in connection with any matter specified in clause 

(c) of sub-section (12) of section 40A 

5. Where the assessee is a firm, details of payments by way of 
interest, salary, bonus, commission or remuneration to the 
partners of all the firm 

6. Details of expenditure referred to in section 40A: 

(a) Particulars of all payments made to persons specified in 
section 40A(2)(b) 

(b) Particulars of payments [except in the cases and 
circumstances specified in clauses (a) to (i) of Rule 6DD of the 
Income-tax Rules, 1962] in excess of Rs. 2,ji00 made 
Otherwise than by a crossed cheque or crossed bank draft— 
Section 40A (3) 

(c) Particulars of expenditure or allowance in excess of the 
limits specified in section 40A (5)(£’) 

(d) Particulars of expenditure incurred by way of fees and salary 
to an ex-employee in excess of the limit specified in section 
40A(6) 

(e) Provision for payment of gratuity—Section 40A (7) 

(/) Sums paid by the assessee as an employer which are not 
allowable under section 40A(9) 

7. Any tax, duty or other sum— 

(0 debited to the profit and loss account but not paid during the 
previous year 

(//) paid during the previous year but allowed as a deduction in 
any earlier year—Section 43B 

8. Whether any amount is borrowed on a hundi from, or any 
amount due thereon (including interest on the amount borrowed) 
is repaid to, any person otherwise than through an account payee 
cheque? If so, give details 

9. (a) Particulars of proforma credits/drawbacks/refund of duties 
of customs or excise or both/refund of sales tax where such 
credits, drawbacks or refunds are admitted as due by the 
concerned authorities but are not credited to the profit and loss 
account 

{b) Particulars of expenditure/income of any earlier year 
debited/credited to the profit and loss account of the relevant 
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previous year 

(c) Particulars of any liability of a contingent nature debited to 
the profit and loss account 

10. Particulars of each loan or deposit of Rs. 10,000 or more taken or 
accepted by the assessee in the following form: 

(0 Name and address of the lender/depositor 
(//) Whether amount borrowed on hundil 
(Hi) Whether loan/deposit account was squared up during the 
year ? 

(/v) Maximum amount outstanding at any time during the year 

(v) Whether loan/deposit was taken or accepted in cash? 

(vi) Has any loan or deposit of Rs. 10,000 or more been repaid in 
cash ? 

Note: The particulars referred to in item 10 need not be furnished tn the 
case of a banking company to which the Banking Regulation Act, 
1949 (10 of 1949). applies 

11. Whether the assessee has deducted tax at source and paid the 
amount so deducted to the credit of the Central Government in 
accordance with the provisions of Chapter XVI1-B ? If not, give 
details 

12. (a) Opening stock 

(b) Purchase during the year 

(r) Quantity manufactured during the year 

(d) Sales during the year 

(e) Closing stock at the end of the year 
*(J) Shortage and percentage thereof 

Notes : 

* 1. I nformation in regard to these sub-items may be given to the extent available. 
2. Separate quantitative details on the above lines should be given in respect of 
by-products, if any. 

13. In case of a company, give details of : 

(0 any expenditure which has resulted directly or indirectly in 
the provision of any remuneration, benefit or amenity to(fl) 
a director, (^) a person who has a substantial interest in the 
company, and (c) a relative of the director or of such person. 
(«■) any expenditure or allowance in respect of assets of the 
company used wholly or partly for the purposes or benefit of 
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any of the persons referred to in (i) above (state whether any 
such person is an employee of the assessee or not). 

FORM No. 3CE 
[See rule 6G(2)(b)] 

Statement of particulars in the case of a person carrying on 

profession 

1. Books of account examined 

2. Method of accounting employed (Indicate whether there is any 
change from the method of accounting employed in the 
immediately preceding previous year) 

3. Amount of expenditure incurred by the assessee by way of, or 
on,— 

(/) capital expenditure debited to the profit and loss account/the 
income and expenditure statement 
(ii) personal expenses debited to the profit and loss account/the 
income and expenditure statement 
(Hi) travelling including foreign travel (Indicate the expenditure 
in excess of the limits laid down in rule 6D of the Income-tax 
Rules, 1962 and attach a statement showing how such 
expenditure has been arrived at. Also, attach a list of names 
of persons in case of foreign travel) 

(iv) entertainment (including the amount of entertainment 
allowance paid to any employee or other person) 

(v) fees or other remuneration paid in excess of Rs. 10,000 to 
any person (other than an employee of the assesses) for any 
assessment year for services specified in clauses (a) and (b) 
and advice in connection with any matter specified in clause 
(c) of sub-section (12) of section 40 A 

(vO payments made to clubs 

4. Where the assessee is a firm, details of payments by way of 
interest, salary, bonus, commission or remuneration to the 
partners of the firm 

5. Details of expenditure referred to in section 40A: 

(a) Particulars of all payments made to persons specified in 
section 40A(2X6) 

(b) Particulars of payments [except in the cases and 
circumstances specified in clauses(a) to (/) of rule 6DD of the 
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Income-tax Rules, 1962] in excess of Rs. 2,500 made 
otherwise than by a crossed cheque or crossed bank draft— 
Section 40A(3) 

(c) Particulars of expenditure or allowance in excess of the 
limits specified in section 40A(5Kc) 

(d) Provision for payment of gratuity—Section 40A(7) 

(e) Sums paid by the assessee as an employer which are not 
allowable under section 40A(9) 

6. Any tax, duty or other sum— 

(0 debited to the profit and loss account/the income and 
expenditure statement but not paid during the previous year, 
or 

(i7) paid during the previous year but allowed as a deduction in 
any earlier year—Section 43B. 

8.4 Tax audit constitutes a topic by itself. The Institute of 
Chartered Accountants of India has published a ‘Guidance Note on 
Tax Audit under section 44AB of the Income-tax Act’ dealing 
comprehensively with the subject of tax audit. It is recommended that 
the reader may refer to the said note for a thorough understanding of 
the subject. 

9 THE STATUS OF THE AUDITOR 

9.1 As Agent of the Members 

9.1.1 The question as to how far the auditor is the agent of the 
members was discussed in Spackman V. Evans (3 H.L. 236), when 
Lord Chelmsford expressed the view that although auditors may be 
the agents of the shareholders, the latter could not be deemed to be 
precluded from objecting to any actions of the directors or others 
merely on the grounds that the auditors were aware of such actions. 

9.1.2 Lord Cranworth stated in the course of the same case “The 
auditors may be agents of the shareholders, so far as relates to the 
audit of the accounts. For the purposes of the audit, the auditors will 
bind the shareholders.” 

9.2 As an Officer of the Company 

9.2.1 The definition of the term “Officer” according to Section 2(30) 
of the Act includes an auditor for the purposes of Sections 477,478, 
539, 543, 545, 621, 625 and 633. 

9.2.2 Sections 477 and 478 deal, respectively, with the powers of the 
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Court, in winding up, to summon persons suspected of having 
property or books or papers of the company or whom the Court 
deems capable of giving information etc., and to order the public 
examination of officers guilty of fraud etc., in connection with the 
promotion, formation or conduct of the business of the company. 
9.23 Section 539 provides for penalty for falsification of books. 
Section 543 deals with the power of the Court, in the course of 
winding up, to assess damages against delinquent officers. Ser vion.^ 
545 and 621 deal, respectively, with the prosecution of delinquent 
officers and taking cognizance by Court of offences under the Act. 
Section 625 makes provisions for payment of compensation in cases 
of frivolous or vexatious prosecution. Section 633 deals with power 
of the Court to grant relief in certain cases. These sections are dealt 
with in Chapter 28. 

10 THE AUDITOR’S REPORT 

10.1 Section 227, Companies Act, 1956, which deals with powers 
and duties of auditors reads as under: 

(1) Every auditor of a company shall have a right of access at all 
times to the books and accounts and vouchers of the company, 
whether kept at the head office of the company or elsewhere, and 
shall be entitled to require from the officers of the company such 
information and explanations as the auditor may think necessary for 
the performance of his duties as auditor. 

(lA) Without prejudice to the provisions of sub-section (1), the 
auditor shall inquire— 

(a) whether loans and advances made by the company on the basis of 
security have been properly secured and whether the terms on 
which they have been made are not prejudicial to the interests of 
the company or its members; 

(b) whether transactions of the company which are represented merely 
by book entries are not prejudicial to the interests of the 
company. 

(c) where the company is not an investment company within the 
meaning of section 372 or a banking company, whether so much 
of the assets of the company as consist of shares, debentures and 
other securities have been sold at a price less than that at which 
they were purchased by the company; 

(d) whether loans and advances made by the company have been 
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shown as deposits ; 

(e) whether personal expenses have been charged to revenue 
account; 

(/) where it is stated in the books and papers of the company that 
any shares have been allotted for cash, whether cash has 
actually been received in respect of such allotment, and if no cash 
has actually been so received, whether the position as stated in 
the account books and the balance sheet is correct, regular and 
not misleading. 

(2) The auditor shall make a report to the members of the 
company on the accounts examined by him, and on every balance 
sheet and profit and loss account and on every other document 
dec ared by the Act to be part of or annexed to the baiance sheet or 
profit and loss account, which are laid before the company in general 
meeting d uring his tenure of office, and the report shall slate whether, 
in hi. opinion and to the best of his information and according to the 
explanations given to him, the said accounts give the information 
required by this Act in the manner so required and give a true and fair 
view — 

(0 in the case of the balance sheet, of the state of the company’s 
affairs as at the end of its financial year; and 
(ii) in the case of the profit and loss accounts, of the profit and loss 
for its financial year. 

(3) The auditor's report shall also state— 

(fl) whether he has obtained all the information and explanations 
which to the best of his knowledge and belief were necessary for 
the purposes of his audit; 

(/>) whether, in his opinion, proper books of account as required by 
law have been kept by the company so far as appears from his 
examination of those books, and proper returns adequate for the 
purposes of his audit have been received from branches not 
visited by him; 

(Z>b)whether the report on the accounts of any branch office audited 
under section 228 by a person other than the company’s auditor 
has been forwarded to him as required by clause (c) of sub¬ 
section (3) of that section and how he has dealt with the same in 
preparing the auditor’s report; 

(c) whether the company’s balance sheet and profit and loss account 
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dealt with by the report are in agreement with the books of 
account and returns. 

(4) Where any of the matters referred to in clauses (/) and (//) of sub¬ 
section (2) or in clauses (a), (b), (bb) and (c) of sub-section (3) is 
answered in the negative or with a qualification, the auditor’s report 
shall state the reason for the answer. 

(4A) The Central Government may, by general or special order, 
direct that, in the case of such class or description of companies as 
may be specified in the order, the auditor’s report shall also include a 
statement which matters as may be specified therein: 

Provided that before making any such order the Central 
Government may consult the Institute of Chartered Accountants 
of India constituted under the Chartered Accountants Act, 
1949, in regard to the class or description of companies and other 
ancillary matters proposed to be specified therein unless the 
Government decides that such consultation is not necessary or 
expedient in the circumstances of the case. 

(5) The accounts of a company shall not be deemed as not having 
been, and the auditor’s report shall not state those accounts have not 
been, properly drawn up on the ground merely that the company has 
not disclosed certain matters if— 

(a) those matters are such as the company is not required to disclose 
by virtue of any provisions contained in this or any other Act, 
and 

(h) those provisions are specified in the balance sheet and profit and 
loss account of the company. 

10.2 Section 227 sets out' 

(1) The contents of Auditor’s Report 

(2) Powers or rights of an auditor, and 

(3) Duties of an auditor. 

10.3 The rights and duties are inter-connected. Where a duty is cast 
upon a person there should be a corresponding right to enable him to 
discharge such duty; otherwise he cannot be held liable for failure to 
perform the duty. Where a right is given to a person there would be a 
corresponding duty to perform. Section 227 is based on the principle 
that where a duty is cast upon an auditor he should have adequate 
rights to enable him to discharge those duties. It follows, therefore. 
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that wherever rights are conferred upon an auditor they are linked 
with the duties cast upon him by the statute. It will be observed that 
the several rights conferred upon the auditor are related to the 
matters in respect of which the auditior has to make a report to the 
shareholders on the annual accounts of the company. 

10.4 Form of Report 

10.4.1 Where the auditor is satisfied that the Balance Sheet and 
Profit and Loss Account are in order, the following form of report is 
recommended: 

To 

The Shareholders 
X Y Z Ltd. 

We have audited the attached Balance Sheetof “X Y Z Ltd.” as at 

.and also the Profit and Loss Account of the Company for the 

year ended on that date, annexed thereto, and we report as follows: 

(1) As required by the Manufacturing and Other Companies 
(Auditor’s Report) Order, 1975 issued by the Company Law 
Board in terms of Section 227(4A) of the Companies Att, 1956, 
we enclose in the Annexure, a statement on the matters specilied 
in paragraphs 4 and 5 of the said Order, on the basis of such 
checks of the books and records of the Company as we 
considered appropriate and the information and explanations 
given to us during the course of audit. 

(2) Further to our comments in the Annexure referred to the 

Paragraph (1) above: 

(fl) We have obtained all the information and explanations 
which to the best of our knowledge and belief were necessary 
for the purposes of our audit; 

ib) In our opinion, proper books of account as required by law 
have been kept by the Company so far as appears from our 
examination of the books and proper returns adequate for 
the purposes of our audit have been received from branches 
not visited by us. 

(c) The accounts of. . branch office have been audited 

under Section 228 of the Act by . The report on the 

said accounts which has been forwarded to us has been dealt 
with by us, in the manner we have considered necessary, 
while preparing this report. 
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or 

The accounts of . branch office have not been audited 

as required by Section 228(1) of the Act as the said branch 
office is exempted from the requirements of Section 228 by 
virtue of Rule (3)1(4) of the Companies (Branch Audit 
Exemption), Rules, 1961. 

(d) TTie Balance Sheet and Profit and Loss Account dealt with 
by the Report are in agreement with the books of account 
and returns . 


Subject to the foregoing, in ouropinion,and to the best of 
our information and according to the explanations given to 
us, the said accounts read with the notes thereon, give the 
information required by the Companies Act, 1956, in the 
manner so required and give a true and fair view: 

{a) in the case of the Balance Sheet, of the state of the affairs 

of the Company as at.; and 

{b) in the case of the Profit and Loss Account, of the 
profit/loss of the Company for the year ended on that 
date. 

The words given in italics will be used only when appropriate. 

10.4.2 Where any of the matters required to be stated in the 
aud'tor’s report, is answered in the negative or with a qualification, 
the auditor’s report shall state the reason for the answer. 

10.4.3 Under Section 227( 1 A) an obligation is cast upon an auditor 
to enquire into six specific matters meniiuiicd therein. According to 
the Statement on Section 227(1A) of the Companies Act, 1956, 
issued by the Institute of Chartered Accountants of India, “the 
auditor is not required to report on the matters specified in sub¬ 
section (1 A) unless he has any special comments to make on any of 
the items referred to therein”. Reference to the said statement is 
recommended for full details. The powers of the Central Government 
to extend the scope of the audit have been dealt with in para 10.5 of 
this Chapter. 

10.4.4 If the accounts on which the auditor is reporting are not self- 
contained because material information is given in the directors' 
report or in other documents annexed to the accounts, reference to 
the specific documents which must be read as part of the accounts 
must be made by the auditor in his report, in terms which identify 
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clearly the source to which the reference is made. 

10.4.5 In this context, the provisions of Sections 211(6), 216 and 
222 which should be noted, are given hereunder: 

Section 211(6): 

For the purposes of this section, except where the context otherwise requires, any 
reference to a balance sheet or piofit and loss account shall include an> notes thereon 
or documents annexed thereto, giving information required by this Act, and allowed 
by this Act to be given in the form of such notes or documents. 

Section 216: 

The profit and loss account shall be annexed to the balance sheet and the auditors' 
report (including the auditors' separate, special or supplementary report, if any) shall 
be attached thereto. 

Section 222: 

References in this Act to documents annexed or required to be annexed to a 
company's accounts or any of them shall not include the Board's report, the auitors' 
report or any documents attached or required to be attached to those accounts: 

Provided that any information which is required by this Act to be given in the 
accounts, and is allowed by it to be given in a statement annexed to the accounts, may be 
given in the Board's report instead of in the accounts; and if any such information is so 
given, the report shall be annexed to the accounts and this Act shall apply in relation 
thereto accordingly, except that the auditors shall report thereon only in so far as it 
gives the said information. 

10.5 Extension of Scope 

10.5.1 Under Section 227(4A), the Central Government is 
empowered, to direct, by special or general order that the auditors’ 
report shall also include a statement on such matters as may be 
specified in the order. The order should also specify the class or 
description of companies to which it will apply. 

10.5.2 This provision confers on the Central Government the power 
to enlarge the scope of audit. The usual scope of audit is indicated by 
Section 227(2) read with Section 227 (I A) but the extension of the 
scope of audit is permissible under Section 227(4A). 

10.53 However before making such order the Central Government 
may consult the Institute of Chartered Accountants of India in regard 
to the class or description of companies and other ancillary matters to 
be specified in the order. The Central Government may not so consult 
the Institute if the Government decides that such consultation is not 
necessary or expedient in the circumstances of the case. 
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10.54 1 n exercise of the powers under Section 227(4A) of the 

Companies Act, 1956, the Central Government has issued the 
Manufacturing and other Companies (Auditor’s Report) Order, 
1975 on 7th November, 1975. 

10.5 J The said Order applies to every company engaged in one or 
more of the following activities ; 

(fl) Manufacturing, mining or processing; 

(6) Supplying and rendering services; 

(c) Trading; and 

{d) The business of financing, investment,chit fund, nidhi or mutual 
benefit societies. 

10.5.6 It came into force from 1st January, 1976 and applies to 
every financial year ending on or after 1 st January, 1976. Paragraph 4 
of the Order considerably extends the scope of the auditor’s report. 

10.5.7 Paragraph 5 requires that where the answer to any of the 
questions referred to in paragraph 4 of the Order is unfavourable or 
qualified, the auditor’s report shall also state the reasons therefor. 
Where the auditor is unable to express any opinion in answer to any 
question, his report shall indicate such fact together with the reasons 
why it is not possible to answer the question. 

10.5.8 The full text of the said Order is reproduced below: 

NO. 52/4/68-CL. II 
GOVERNMENT OF INDIA 

MINISTRY OF LAW, JUSTICE & COMPANY AFFAIRS, 
(DEPARTMENT OF COMPANY AFFAIRS) 

‘A’ WING, 5TH FLOOR, SHASTRI BHAVAN, 

DR. RAJENDRA PRASAD ROAD, NEW DELHI-1 

Dated the 7th November 1975 

ORDER 

G.S.R. No.-In exercise of the powers conferred 

by sub-section (4 A) of section 227 of the Companies Act, 1956 (I of 
1956), read with the notification of the Government of India in the 
Ministry of Law, Justice and Company Affairs No. G.S.R. 443(E) 
dated the 18th October 1972, and in supersession of all previous 
orders on the subject in relation to the companies to which this Order 
applies, and after consultation with the Institute of Chartered 
Accountants of India [constituted under the Chartered Accountants 
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Act, 1949 (38 of 1949)] in regard to the class of companies to which 
this Order applies and other ancillary matters, the Company Law 
Board hereby makes the following Order, namely : 

1. Short title, application and commencement * 

(1) This Order may be called the Manufacturing and Other 
Companies (Auditor’s Report) Order, 1975. 

(2) It shall apply to every company which is engaged in one or more 
of the following activities namely : 

(a) manufacturing, mining or processing; 

(b) supplying and rendering services; 

(c) trading ; and 

(d) the business of financing, investment, chit fund, nidhi or mutual 
benefit societies 

(3) It shall come into force on the 1st of January 1976. 

2. Definitions 
In this order: 

(a) “chit fund”, ^nidhr or “mutual benefit” company means a 
company engaged in the business of managing, conducting or 
supervising as a foreman or agent of any transaction or arrangement 
by which it enters into an agreement with a number of subscribers 
that every one ofthemshallsubscribe a certain sum of instalments for 
a definite period and that each subscriber in his turn, as determined 
by lot or by auction or by tender or in such other manner as may be 
provided for in the agreement, shall be entitled to a prize amount, and 
includes companies whose principal business is accepting fixed 
deposits from its members and lending money to them , 

(b) “finance company” means a company engaged in the business of 
financing, whether by making loans or advances or otherwise, of any 
industry, commerce or agriculture and includes any company 
engaged in the business of hire-purchase and of financing of housing, 

(c) “investment company” means a company engaged in the 
business of acquisition and holding, or dealing in shares, stocks, bonds, 
debenture stocks or securities issued by the Central or any State 
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Government or by any local authority or in other marketable 
securities of a like nature; 

(d) “manufacturing company” means a company engaged in any 
manufacturing process as defined in the Factories Act, 1948 (63 of 
1948); 

(e) “mining company” means a company owning a mine, and 
includes a company which carries on the business of a mine either as a 
lessee or occupier thereof; 

(0 “processing company” means a company engaged in the 
business of processing materials with a view to its use, sale, delivery or 
disposal; 

(g) “service company” means a company engaged in the business of 
applying, providing, maintaining and operating any services, 
facilities, conveniences, bureaux and the like for the benefit of others ; 

(h) “trading company” means a company engaged in the business of 
buying and selling goods. 

3. A uditor s report to contain matters specified in paragraphs 4 and 5 

Every report made by the auditor under section 227 of the 
Companies Act, 1956 (1 of 1956) on the accounts ol every company 
examined by him to which this Order applies for every financial year 
ending on any day on or after the commencement of this Order shall 
contain the matters specified in paragraphs 4 and 5 of this Order. 

4. The matters to he included in the Auditor’s Report 

The auditor’s report on the accounts of the companies to which this 
Order applies shall include a statement on the following matters, 
namely; 

(A) In the case of a manufacturing, mining or processing company: 

(0 whether the company is maintaining proper records to 
show full particulars, including quantitative details and 
situation of fixed assets ; whether these fixed assets have 
been physically verified by the management, and if any 
serious discrepancies were noticed on such verification, 
whether the same have been properly dealt with in the 
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books of account; 

(ii) in case any of the fixed assets have been revalued d uring the 
year the basis of revaluation should be indicated ; 

(Hi) has physical verification been conducted by the 
management at reasonable periods in respect of finished 
goods, stores, spare parts and raw materials, and if any 
significant discrepancies have been noticed on such 
verification as compared to book records, whether the 
same have been properly dealt with in the books of account, 
whether the auditor is satisfied that the valuation of these 
stocks is fair and proper in accordance with the normally 
accepted accounting principles and is on the same basis as in 
the earlier years ; if there is any deviation in the basis of 
valuation, the effect of such deviation, if material, is to be 
reported ; 

(/v) if the company has taken any loans, secured or unsecured, 
from companies, firms or other parties listed in the register 
maintained under section 301 and 370 (I-C) of the 
Companies Act, 1956 (1 of 1956), whether the rate of 
interest and the terms and conditions of such loans are 
prima facie prejudicial to the interest of the company ; 

(v) whether the parties to whom the loans, or advances in the 
nature of loans have been given by the company are 
repaying the principal amounts as stipulated and are also 
regular in payment of the interest and if not, whether 
reasonable steps have been taken by the company for 
recovery of the principal and interest ; 

(vi) is there an adequate internal control procedure 
commensurate with the size of the company and the nature 
of its business for the purchase of stores, raw materials 
including components, plant and machinery, equipment 
and other assets; 

(v/i) where any stores, raw materials or components exceeding 
Rs. 10,000/- in value for each type thereof are purchased 
during the year from the subsidiaries, firms or companies 
or other parties in which the directors are interested, 
whether the prices paid for such items are reasonable as 
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compared to the prices of similar items supplied by other 
parties; 

(viii) whether any unserviceable or damaged stores and raw 
materials are determined and whether provision for the 
loss, if any, has been made in the accounts ; 

(ix) in case the company has accepted deposits from the 
public, whether the directives issued by the Reserve Bank 
of India and the provisions ol section 58A of the 
Companies Act, 1956, and the rules framed thereunder, 
wherever applicable have been complied with ; 

(x) is the company maintaining reasonable records for the sale 
and disposal of realisable by-products and scraps where 
applicable and significant ; 

(xi) in relation to companies the paid-up capital of which at the 
commencement of the financial year concerned exceeds 
Rs. 25 lacs, whether the company has an internal audit 
system commensurate with its size and nature of its 
business ; 

(xii) where maintenance of cost records has been prescribed by 
the Central Government under section 209 (I) (d) of the 
Companies Act, 1956 (1 of 1956), whether such accounts 
and records have been made and maintained ; 

(xii'O is the company regular in depositing provident fund dues 
with the appropriate authority and if not, the extent of 
arrears of provident fund dues shall be indicated by the 
auditor. 

(B) In the case of service company ; 

(i) all the matters specified in clause (A) to the extent to which 
they are applicable ; 

(/f) whether the company has a reasonable system of recording 
receipts, issues and consumption of materials and stores, 
commensurate with its size and nature of its business and 
whether such system provides for a reasonable allocation 
of the materials and man-hours consumed to the relative 
jobs ; 



THE AUDITOR OF A LIMITED COMPANY 


249 


(iii) whether there is a reasonable system of authorisation at 
proper levels with necessary control on the issue of stores 
and allocation of stores and labour to jobs and whether 
there is any system of internal control commensurate with 
the size of the company and the nature of its business. 

(C) In the case of a trading company : 

(/) all the matters specified in clause (A) to the extent to which 
they are applicable ; 

(I'O have damaged goods been determined and if the value of 
such goods is significant, has provision been made for the 
loss. 

(D) In the case of a finance, investment, chit fund, nidhi or mutual 
benefit company : 

(0 all the matters specified in clause (A) to the extent to which 
they are applicable ; 

{it) whether adequate documents and records are maintained 
in a case where the company has granted loans and 
advances on the basis of security by way of pledge of 
shares, debentures and other similar securities ; 

(Hi) whether the provisions of any special statute applicable to 
chit fund, Nidhi or Mutual benefit society have been duly 
complied with ; 

(iv) if the company is dealing or trading in shares, securities, 
debentures and other investments, whether proper records 
have been maintained of the transactions and contracts 
and whether timely entries have been made therein; also 
whether the shares, securities, debentures and other 
investments have been held by the company in its own 
name except to the extent of the exemption, if any, granted 
under section 49 of the Companies Act, 1956 (1 of 1956). 

5. Reasons to be stated for unfavourable or qualified answers 

Where, in the Auditor’s Report the answer to any of the questions 
referred to in paragraph 4 of this order is unfavourable or qualified, 
the Auditor’s Report shall also state the reasons for such 
unfavourable or qualified answer, as the case may be. Where the 
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auditor is unable to express any opinion in answer to a particular 
question, his report shall indicate such fact together with the reasons 
why it is not possible for him to give an answer to such question. 

Sd./- 
(P.B. Menon) 

Member, Company Law Board 

10.6 Special Classes of Companies 

10.6.1 Insurance or Banking Companies or any company engaged 
in the generation or supply of electricity or any other class of 
companies for which a form of Balance Sheet and Profit and Loss 
Account have been specified in or under the Act governing such class 
of companies, are exempted from the provisions of Section 211 (1) 
and (2). When the auditor is reporting upon the accounts of such 
companies, he should state in his report that the Balance Sheet and 
Profit and Loss Account give a true and fair view “Subject to the non¬ 
disclosure of any matters (to be indicated in the report) which by 
virtue of Section 211 are not required to be disclosed”. 

10.7 Qualification to the Report 

10.7.1 Where the auditor is of opinion that the Balance Sheet does 
not give a true and fair view of the state of company’s affairs or, that 
the Profit and Loss Account does not give a true and fair view of the 
profit or loss for the year, he must qualify his report accordingly. The 
most common reasons for the qualification of the report are where 
the auditor has been unable to verify to his satisfaction the existence 
or values of certain assets; where, in his opinion, there has not been 
sufficient provision for depreciation, or where he is not satisfied that 
adequate provision has been made for certain liabilities. 

10.7.2 It sometimes happens that the auditor does not agree with 
the treatment of certain items in the Balance Sheet presented to him 
for audit, and the directors do not see their way to make such 
alterations as the auditor may suggest. In such a case the auditor must 
qualify his report. 

10.7.3 The qualifications to the Report fall under the following 
classes ; 

I Adverse or Negative Opinion 
2. Qualified Opinion 
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3. Disclaimer of Opinion 

4. Piecemeal Opinion 

10.7.4 The following is an illustration of a qualification in an 
auditor's report: 

1 have not inspected the title deeds to Freehold and Leasehold 
properties, all of which are registered or held abroad. The profit 
disclosed for the year includes the sum of Rs, 50,000 received, in 
settlement of claims in respect of work completed in previous years. 
Subject to the foregoing, in my opinion ... 

10.7.5 The ICAl has issued “Statement on Qualifications in 
Auditor’s Report” reference to which is recommended. 

10.7.6 Strong pressure is sometimes pul upon the auditor to induce 
him to refrain from making certain comments in his report on the 
ground that the fact of his doing so will be detrimental to the interests 
of the members, and he is sometimes asked whether he cannot 
indicate in more or less general terms the point at issue without 
specifically stating the facts. The auditor who allows himself to be 
persuaded to do this, runs the very serious risk of being held to have 
failed in discharging his duty to the members. 

10.7.7 Lindley. L. J., said. In re London & General Bank (No. 2, 
1895 2 Ch. 673): 

“A person whose duty il is to convey information to others does not discharge that 
duty by simply giving them so much information as is calculated to induce them or 
.some of them to ask for more I nformaiion and means of information are by no means 
equivalent terms.. .An auditor who gives shareholders the means of information 
instead of information m respect of a company’s financial position, does so at his peril, 
and runs the very seiious risk of being held judicially to have failed to discharge his 
duty.” 


According to Section 217(3), the Board of Directors are bound to 
give the fullest information and explanations in the Board’s report on 
every reservation, qualification or adverse remark contained in the 
auditor’s report. 

10.8 Signature of Audit Report 

10.8.1 Section 229, Companies Act, 1956, provides— 

"Only the person appointed as auditor of the company, or where a 
firm is so appointed in pursuance of the proviso to sub -section (I) of 
Section 226, only a partner in the firm practising in India, may sign 
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the auditor's report, or sign or authenticate any other document of 
the company required by law to be signed or authenticated by the 
auditor." 

10.8.2 Section 233, Companies Act, 1956, provides— 

"If any auditor’s report is made, or any document of the company 
is signed or authenticated otherwise than in conformity with the 
requirements of Sections 227 and 229, the auditor concerned, and the 
person, if any. other than the auditor who signs the report or signs or 
authenticates the documents, shall, if the default is wilful, be 
punishable with fine which may extend to one thousand rupees". 
10.8J In view of the interpretation of Section 229 by the 
Department of Company Affairs, the Council of the ICAl has 
advised the members that the documents within the purview of 
Section 229 of the Companies Act, 1956, should be signed or 
authenticated in case of a partnership firm, by the partner concerned, 
who should sign in his own hand for and on behalf of the firm. 

Similarly, in the case of an individual practising in the firm name, 
the proprietor should sign in his own hand. 

11 POWERS OF THE AUDITOR 

11.1 Access to Books, Accounts, etc. 

11.1.1 Section 227(1), Companies Act, 1956, provides that every 
auditor of a company shall have a right of access at all times to the 
books, accounts and vouchers of the company, and shall be entitled 
to require from the officers of the company such information and 
explanations as he thinks necessary for the performance of his d uties. 

11.1.2 The auditor will have access to cost data, which, under 
Section 209(l)(d) the Centra! Government requires certain classes of 
companies to include in its accounts, in respect of utilisation of 
material, labour or other items of cost. 

11.1.3 The auditor thus has the right of access to the company’s 
records at all times and can, therefore, inspect them when he chooses. 
In practice, however, an auditor will arrange with the company a 
convenient date on which to commence his work, although he will 
usually exercise his statutory power to attend without notice for the 
purposes of verifying cash balances, negotiable securities etc. and 
should certainly do so where he suspects fraud or inegularity. 

11.1.4 The phrase “books and accounts and vouchers” will include. 
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not only the financial books of the company, but all books, whether 
statutory, statistical or memoranda. In a similar manner the term 
“vouchers” will include all or any of the correspondence, agreements 
or other documents of the company, which may in any way serve to 
vouch for the accuracy of the accounts. 

11.1.5 In a case where negligence was alleged against the auditors 
by the directors of a company who refused them access to the books 
for the purposes of the audit, the Court refused to make an order on 
the application of the auditors for access to the books, it being the 
practice of the Court, in cases affecting internal management, to 
direct that a meeting of members be summoned to determine their 
wishes in the matter v. London and Country Land Building Co.. 
1912 I Ch. 440). 

11.2 To obtain Information and Explanations 

11.2.1 The auditor is entitled to require from the officers of the company 
such information and explanations as he may think necessary for the 
performance of his duties as auditor. The power is very wide and the 
decision as to what information and explanation is necessary is left 
entirely to the discretion of the auditor. If information or explanation 
is refused on the ground that the directors consider it as not necessary 
for the performance of the duties of the auditor, the auditor can report 
to the members that he has not obtained all the information and 
explanations he has required. 

11.3 Report to the Members 

11.3.1 The auditor is required to make a report to the members of 
the company on the accounts examined by him and on every Balance 
Sheet and Profit and Loss Account and on every other document 
declared by this Act to be part of or annexed to the Balance Sheet or 
Profit and Loss Account, which are laid before the company in 
general meeting during his tenure of office. To make a report to the 
members is at once a right as well as a duty of an auditor. 

1132 It is the duty of the directors to prepare the accounts for 
presentation to the auditor. It is not the duty of the auditor to balance 
the books, nor should he undertake to do so, unless specially 
requested by the directors, when he will be acting in the capacity of 
accountant, and not as auditor. Any additional work of this nature 
should be specially remunerated. 

lU J Where the company’s accounts are kept on a system of which 
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the auditor does not approve, he cannot require the directors to 
amend their system, but he can advise them to do so, and in the 
majority of cases the auditor’s advice will be followed. Where, 
however, the suggestions are not carried out, he should refer the 
matter to the members, if in his opinion the system employed is 
detrimental to their interests. Should the method of accounting be so 
inadequate that the auditor is unable to satisfy himself of the 
accuracy of the accounts, he must state in his report to the members 
that, in his opinion, proper books of accounts have not been kept 
by the company. 

11.4 Right to receive Notices etc. 

11.4.1 Section 231 provides that all notices of and other 
communications relating to, any general meeting of a company, 
which any member of the company is entitled to have sent to him, 
shall also be forwarded to the auditor of the company. 

11.5 Right to attend General Meetings 

11.5.1 Under Section 231 an auditor has the right to attend any 
general meeting and be heard, at any general meeting which he 
attends, on any part of the business which concerns him as auditor. 
The auditor may make any statement or explanation with regard to 
the accounts as he may desire. This power to make explanations at 
the meeting does not absolve the auditor from making a clear and 
unambiguous report in the usual manner under Section 227, see 
supra. Thus, the auditor cannot avoid liability for omissions on 
inaccuracies in the accounts merely by making a verbal explanation 
to such members of the company as are present at the annual general 
meeting. 

11.6 Branch Audit 

11.6.1 The powers of the auditor where the accounts of branch are 
audited by a person other than the company’s auditor have been 
explained above. 

11.7 To obtain Particulars or Information 

11.7.1 Section 221 casts a duty on the officer and other persons 
concerned to furnish to the company’s auditor whenever he so 
requires any particulars or information required to be given in the 
Balance Sheet or Profit and Loss Account of a company or in any 
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document required to be annexed or attached thereto. 

11.7.2 This power is conferred upon the auditor as the annual 
accounts are required to disclose certain information or particulars 
which are available or verifiable from sources other than the 
company’s accounts. 

11.73 The rights of an auditor cannot be limited or abridged either 
by the Articles or resolution of the members. Any provision of this 
nature is ultra vires and hence void (Newton v. Birmingham Small 
Arms Co., 1906 2 Ch. 378). Refer to 7A (d) of this Chapter. 

12 DUTIES OF THE AUDITOR 

12.1 Report to Members 

12.1.1 The primary duty of the auditor is to make a report to the 
members of the company on the accounts examined by him and on 
every Balance Sheet and Profit and Loss Account laid before the 
company in general meeting. The report should be made in the 
manner prescribed in Section 227. The auditor of the company is the 
agent of the shareholders and therefore he owes a duty to the 
shareholders to state whether the accounts give a true and fair view of 
the state of affairs of the company at the end of the financial year and 
of the profit or loss for the year. The auditois are appointed by the 
shareholders and it is their duty to report to them directly and not 
through the directors. The object is to secure to the shareholders 
independ'^nt and reliable information in regard to the true financial 
position of the company. 

12.1.2 The auditor is not required to certify the correctness of the 
Balance Sheet; all he is required to do is to report to the members 
whether in his opinion it is correct. 

12.13 Extent 

The phrase “according to the best of their information and the 
explanations given to them” limits the liability of the auditor in one 
sense, but it extends it in another. The auditor will not be held 
responsible if he has acted on information and explanations which he 
believes to be bona-fide, but which are as a matter of fact untrue oi 
incorrect, provided he has exercised reasonable skill and diligence in 
testing the information supplied to him. On the other hand, the 
Balance Sheet may be correct as shown by the books of the company, 
but there may be information at the disposal of the auditor which 
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would indicate that the books themselves were incorrect; then he 
cannot report to the members in the terms of the Act, unless he takes 
account of such knowledge. 

12.1.4 In the same manner the phrase, “are in agreement with the 
books of account and returns” limits the liability of the auditor to 
some extent. He cannot be held responsible for transactions which 
are omitted from the books, unless by the exercise of reasonable skill 
and diligence he would have discovered them. At the same time the 
duty of the auditor is not confined to comparing the Balance Sheet 
with the books to see that it agrees therewith. On this point the 
remarks of Lindley, L.J., /n re London & General Bank (No. 2,1895 2 
Ch. 673) are pertinent: 

“.. .The auditor’s business is to ascertain and state the true financial position of the 
company at the time of the audit, and his duty is confined to that. But then comes the 
question: How is he to ascertain such position? The answer is; By examining the books 
of the company. But he does not discharge his duty by doing this without inquiry, and 
without taking any trouble to see that the books of the company themselves show the 
company's true position He must take reasonable care to ascertain that they do. 

Unless he does this, his duty will be worse than a farce_ The auditor, however, is not 

bound to do more than exercise reasonable care and skill in making the inquiries and 
investigations. He is not an insurer; he does not guarantee that the books do correctly 
show the true position of the company's affairs.... His obligation is not so onerous as 
this ... He must be honest—that is, he must not certify what he does not believe to be 
true, and he must take reasonable care and skill before he believes that what he certifies 
is true. What is reasonable care in any particular case must depend upon the 
circumstances of that case... ” 

12.1.5 Fair View of Profit or Loss 

It will be observed that the auditor must report whether the Profit 
and Loss Account gives a true and fair view of the profit or loss for the 
financial year. Part II of Schedule VI requires the following 
information to be disclosed in the Profit and Loss Account: 

Clause 2; 

The profit and loss account — 

(a) shall be so made out as clearly to disclose the result of the 
working of the company during the period covered by the 
account; and 

(b) shall disclose every material feature, including credits or receipts 
and debits or expenses in respect of non-recurring transactions 
or transactions of an exceptional nature. 
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Clause 3, sub-clause (xii) (b): 

Profits or losses in respect of transactions of a kind, not usually undertaken by the 
company or undertaken in circumstances of an exceptional or nort-recurring nature, if 
material in amount. 

Clause 3, sub-clause (xv): 

Amount, if material, by which any items shown in the profit and loss account are 
affected by any change in the basis of accounting. 

12.1.6 In some “businesses” e.g., builders, contractors and civil 
engineers, owing to the time which usually must elapse before final 
accounts, claims for increased costs etc., can be agreed with surveyors 
and government departments, the profit of an accounting period may 
often be augmented by the addition of claims settled in respect of 
contracts completed in earlier years for which provision was not 
made at the time. If such amounts are material, they must be shown 
separately in the Profit and Loss Account, otherwise the auditor must 
qualify his report on the grounds that the profit disclosed does not 
represent the profit for the financial year. If in such cases the auditor 
is of the opinion that further material sums will be received in respect 
of completed contracts for which no provision has been made in the 
accounts, he must mention this matter in his report unless an 
adequate note covering the position has been made by the directors 
on the accounts. 

12.1.7 Limitation 

No limitation can be placed upon the duties of the auditor under 
Section 227, either by the Articles of the company or by any 
resolution of the members. 

12.1 il In the case of Newton v. Birmingham Small Arms Co. (1906 
2 Ch. 378) the Articles of the company provided: 

(a) That the directors should have power to form an internal reserve 
fund which was not to be disclosed in the Balance Sheet, and 
which should be utilised in whatever way the directors thought 
fit. 

(b) That the auditors should have access to the accounts relating to 
such reserve fund, and that it was applied to the purposes of the 
company as specified in the special Articles, but that they should 
not disclose any information with regard thereto to the 
shareholders or otherwise. 
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These provisions were held to be ultra vires as being a limitation of 
the statutory duties of the auditors. 

12.1.9 Buckley J., said: “Any regulations which precluded the 
auditors from availing themselves of all the information to which 
under the Act they are entitled, as material for the report which under 
the Act they are to make as to the true and correct state of the 
company’s affairs, are, 1 think, inconsistent with the Act.” 

12.1.10 It is sometimes assumed that because the great bulk of the 
shares in a private company are held by one or two individuals, who 
may be directors, such persons have the right to vary the duties of the 
auditor, and place restrictions upon what he shall or*shall not do. It 
need hardly be pointed out that any such attempt to limit the rights 
and duties of the auditor is ultra vires. 

12.1.11 In Pendlebury’s Ltd. v. Ellis Green & Co. ( 1936, 80 Acct. 
L.R. 29), however, it was held that where the directors of a private 
company are the sole shareholders, a report by the auditor made 
personally to the directors that he has been unable to verify to his 
complete satisfaction the entries in the company’s Cash Book, owing 
to the inadequacy of the system in force, will be sufficient to relieve the 
auditor from liability for not including the relevant information in his 
report attached to the Balance Sheet. Although in this case the 
auditors were relieved from liability, it is still considered necessary 
that their report attached to the Balance Sheet should contain all 
essential qualifications, irrespective of the number of shareholders 
and who such shareholders may be, particularly when it is 
remembered that debenture-holders are also entitled to receive copies 
of the accounts and notes, reports etc., attached thereto, and that 
audited accounts are frequently displayed to third parties with a view 
to obtaining finance from such parties, who should therefore be 
informed of any reservations made by the auditors in giving their 
opinion. 

12.2 Further Duties 

Further duties falling upon the auditor under the Companies Act, 
•956, are discussed hereunder. 

12.2.1 Statutory Report 

Section 165 under which the auditor of a public company must 
certify the statutory report issued to the members, so far as it relates 
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to the shares allotted by the company, the cash received in respect of 
such shares and the receipts and payments of the company. This 
matter is further dealt with in Chapter IX. 

Private companies are not required to hold a statutory meeting 
and, theretore, no statutory report has to be filed. 

12.2.2 Prospectus 

The Second Schedule, Part II requires a report by the auditor on 
the profits and losses, assets and liabilities and dividends paid by a 
company to be included in a prospectus. These matters will be more 
fully considered in Chapter IX. 

12.2J Investigation 

In case of an investigation of the affairs of a company. Section 240 
casts a duty on the auditors: 

(a) to preserve and to produce to an inspector or any person 
authorised by him in this behalf with the previous approval of the 
Central Government, all books and papers of, or relating to, the 
company, or as the case may be of, or relating to the other body 
corporate, managing agent, secretaries and treasurers or 
associate, which are in their custody or power; and 

(b) otherwise to give to the inspector all assistance in connection 
with the investigation which they are reasonably able to give. 

13 PUBLIC DEPOSITS (SECTIONS 58A & 58B) OF THE 
COMPANIES ACT, 1956 AND SECTION 45 MA OF THE 
RESERVE BANK OF INDIA ACT, 1934 

13.1 Under Section 58A of the Companies Act, 1956, the Central 
Government may, in consultation with the Reserve Bank of India, 
prescribe the limits upto which, the manner in which and the 
conditions subject to which, deposits may be invited or accepted by a 
company either from the public or from its members. No company 
shall invite or allow any other person to invite or cause lo be invited 
on its behalf any deposit unless such deposit is invited or caused to be 
invited in accordance with the rules made under Section 58A( 1) and 
an advertisement, including therein a statement showing the financial 
position of the company, has been issued by the company in the form 
and the manner as may be prescribed. The above provisions do not 
apply to banking companies and such other companies as may be 
specified by the Central Government. 
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13.2 This Section also makes provisions in respect of renewal and 
repayment of deposits including those accepted in contravention of 
the prescribed rules. 

13.3 According to Section 58B, the provisions relating to a 
prospectus, so far as may be, apply to an advertisement referred to in 
Section 58A. In accordance with Section 58A, the Central 
Government has made the Companies (Acceptance of Deposits) 
Rules, 1975, which should be referred to for detailed provisions in 
this behalf. 

13.4 In case where the company has accepted deposits from the 
public, para 4(A) (ix) of the Manufacturing and Other Companies 
(Auditor’s Report) Order, 1975, requires the auditor to include in his 
report a statement on whether the directives issued by the Reserve 
Bank of India and the provisions of section 58A of the Companies 
Act, 1956, and the Rules framed thereunder, wherever applicable, 
have been complied with. 

13.5 Rule 10(1) of the Companies (Acceptance of Deposits) Rules, 
1975 requires that ’’Every company to which these rules apply, shall 
on or before the 30th day of June of every year, file with the Registrar, 
a return in the form annexed to these Rules and furnishing the 
information contained there in as on the 31st day of March of that 
year duly certified by the auditor of the Company”. 

13.6 The form of the return of deposits prescribed under the rules 
only states that the auditor’s certificate is to be attached but the 
manner in which the auditor should certify the return has neither 
been prescribed in the Return nor anywhere in the Rules. The 
Institute of Chartered Accountants of India has issued a “Guidance 
Note on Certificate to be Issued by the Auditoi of a Company 
Pursuant to Companies (Acceptance of Deposits) Rules, 1975” and 
has suggested the following two formats for the certiBcation—one for 
an unqualified certificate and the other for a qualified certificate— 
which are reproduced hereunder: 

(i) “We have examined the books of account and other records 

maintained by.Company Ltd. in respect of the 

particulars furnished in the Return of Deposits as on 31st March 

19.and certify that to the best of our knowledge and according 

to the information and explanations given to us and as shown by 
the records examined by us, the figures of deposits and interest 
rates under •(Parts A, B and C) of the Return are correct. We 
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further certify the correctness of the particulars of the paid-up 
capital and free reserves, etc. given in the Manager's Certificate. 

Place : 

Date : Chartered Accountants” 

•Note : The form of Return of Deposits has since been changed and 
is now divided into Parts I, 2 and 3. 

(ii) “We have verified the figures of deposits and interest recorded in 

annexed Return of Deposits of .as at 31st March 

19.with the register maintained by the Company in 

accordance with the Companies (Acceptance of Deposits) Rules, 
1975 and certify that to the best of our knowledge and according 
to the information and explanation given to us and as shown by 
the records shown to us, the annexed Return has been correctly 
prepared, except that deposits from employees aggregating to 

Rs.have not been treated by the Company as Deposits, 

for the purpose of this Return but instead indicated in the Return 
separately in brackets against the respective items of ‘Deposits’. 

We further certify the correctness of the particulars of the 
paid-up capital and free reserves, etc. given in the Manager’s 
Certificate. 

Place ; 

Date : CHARTERED Accountants” 

13.7 To effectively verify the compliance with the rules and to 
certify the return of deposits, the following points may be kept in 
mind while conducting the audit. 

13.8 Applicability 

13.8.1 The provisions of Section 58 A apply to all non-banking and 
non-financial companies except companies which are Small Scale 
Industrial Units and fulfill the following conditions: 

(a) Paid up capital of the company does not exceed Rs. 12 lakhs; 

(b) The company accepts deposits from not more than 50 persons; 
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(c) There is no invitation to public for deposits; and 

(d) The amount of deposits accepted by the company does not 
exceed Rs. 8 lakhs or the amount of its paid-up capital, 
whichever is less. 

For this purpose a “Small Scale Industrial Unit” means any 
industrial undertaking registered with the Directorate of Industries 
or Small Scale Industries as the case may be, of the State Government 
and in respect of which the investment in plant and machinery is not 
in excess of 35 lakhs of rupees in value. 

13.9 Exempted Deposits 

13.9.1 The term “Deposit” has been defined in Rule 2(b) to mean 
any deposit of money with the company including any amount 
borrowed by the company. However, there are ten different 
categories of deposits which are specifically excluded from the 
meaning of the term “Deposits” for the purposes of the rules. Such 
loans or deposits are to be disclosed separately in the Return of 
Deposits and are not to be considered while applying the limits 
prescribed under Rule 3, Such categories are as under; 

(i) Loans from Government or loans whose repayment is 
guaranteed by Government or loans from local authority or 
any foreign policy; 

(ii) Bank Borrowings; 

(iii) Loans from specified Financial Institutions; 

(iv) Inter-corporate loans; 

(v) Security deposit from employees; 

(vi) Advance or security received in the course of business; 

(vii) Subscription or call money received in advance against shares, 
debentures etc. to be issued by the Company; 

(viii) Any amount received in trust or any amount in transit; 

(ix) Any amount received from a director and in case of a private 
company also from a shareholder; 

(x) Proceeds of any bonds or debentures which are secured by 
mortgage of any immovable property or which are issued with 
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an option to convert them into shares. 

13.9.2 In respect of such exempted deposits, certificates should be 
obtained from banks, financial institutions, etc. confirming the 
balances in their accounts as at 31st March. 

13.10 Limits of Deposits 

13.10.1 As per Rule 3(1), a company cannot accept or renew a 
deposit which is repayable on demand or on notice before expiry of 
six months. The period of deposits should also not exceed thirty-six 
months from the date of its acceptance or renewal. 

13.10.2 However for meeting its short term requirements for funds, 
the company may accept deposits for a period of less than six 
months, provided: 

(1) Such deposits are repayable not earlier than three months 
from the date of acceptance or renewal of such deposits; 

(2) Such deposits do not exceed 10% of the aggregate paid-up 
capital and free reserves of the company; and 

(3) Such deposits are of the nature referred to in Rule 3(2)(i), 
viz., 

(a) deposit against unsecured debenturs; or 

(b) deposit from a shareholder (of a public company); or 

(c) deposit guaranteed by a person who was a diicctor at 
the time of giving the guarantee. 

13.10.3 It may be noted that a maximum limit, being 10% of 
aggregate of paid-up share capital and free reserves, is prescribed for 
all deposits referred to in Rule 3(2)(i) above whether such deposits are 
for meeting short term requirements or otherwise. 

13.10.4 A separate maximum limit being 25%> of paid-up share 
capital and free reserves, is prescribed for all deposits other than 
those covered by Rule 3(2)(i). 

13.10.5 A table is given hereunder for easy understanding of the 
limits of deposits prescribed by the Rules: 
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Sr. 

No. 

Rule/s 

Nature of Deposit 

Period 

% of paid-up 
capital & free 
reserves 

(1) 

3(1) & 

(a) Against unsecured 

3 months to 



3(2) (i) 

debentures 

(b) From shareholder of a 
public limited company 

(c) Guaranteed by a 
director 

36 months 

10 

(2) 

3(2)(ii) 

Other than those 
referred to above 

6 months to 

36 months 

25 


Total Maximum Permissible Limit 


35 


Note : Deposits or loans specifically excluded from the definition of the term 
“Deposits” under Rule 2(b) are not to be considered while applying the 
aforesaid limits. 

13.11 Interest 

13.11.1 As per Rule 3( I )(c), the company cannot pay interest on any 
deposit at a rate exceeding 14% per annum. 

13.11.2 Further, as per Rule 8, where a company makes a 
repayment of a deposit prior to the expiry of the period of such 
deposit, the rate of interest payable on such deposit is to be reduced 
by 2% from the rate at which the company would have otherwise paid 
the interest. 

13.12 Brokerage 


13.12.1 Rule 3( 1 )(d) lays down the limits for payment of brokerage 
to any broker as under: 


Deposit period 

Percentage of the deposit 
amount 

(1) Less than one year 

1% 

(2) One to two years 

1.25% 

(3) Two years or more 

1.50% 


13.13 Net Owned Funds 

13.13.1 The limits of deposits prescribed under Rule 3 are to be 
calculated with reference to the aggregate of the paid-up share capital 
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and free reserves of the company. Such amount is to be calculated 
and furnished in the Manager’s Certificate forming pan of the Return 
of Deposits wherein it is referred to as “Net Owned Funds”. As per 
Explanation to Rule 3, in arriving at the figure of “Net Owned 
Funds”, the aggregate of paid-up share capital and free reserves, as 
appearing in the latest audited balance sheet of the company, is to be 
reduced by the amount of accumulated balance of loss, balance of 
deferred payment expenditure and other intangible assets as 
disclosed in the balance sheet. 

13.13.2 Free reserves referred to above have been defined in Rule 
2(d). It has been clarified by the Company Law Board that free 
reserves include; 

(i) Surplus in the Profit and Loss Account, and 

(ii) Balance in Investment Allowance Reserve and Development 
Rebate Reserve accounts. 

It has been further clarified by the Company Law Board that if 
depreciation has not been provided in the accounts but shown 
separately by way of a note, it has to be deducted from the aggregate 
of paid-up capital and free reserves. 

13.13.3 It is to be noted that for the purposes of Return of Deposits, 
the Net Owned Funds are to be calculated on the basis of the figures 
appearing in the latest audited balance sheet preceding the date of 
return... for the purposes of compliance with the Rules, it is 
necessary that the company does not at any time during the year, 
accept deposits in excess of the limits prescribed by the Rules. For 
this purpose, the balance of total deposits with the company at the 
time of each acceptance should be checked with the Net Owned 
Funds. In cases where the audited balance sheet of the immediate 
previous year is not available before 1st April of the year under 
consideration, then for the period between 1st April and the date on 
which the audited balance sheet of the immediate previous year is 
available, the limits of deposits should be calculated with reference to 
the figures appearing in the balance sheet of the year immediately 
preceding the previous yeai. 

13.14 Maintenance of Liquid Assets 

13.14.1 Rule 3A requires every company to deposit or invest each 
year before 30th April, a sum not less than 10% of the amount of its 
deposits maturing during the year ending on 31st day of March next 
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following in any one or more of the following methods: 

(i) In an account with a scheduled bank 

(ii) In Securities of the Central or State Government 

(iii) In permitted securities under the Indian Trusts Act, 1882. 

13.14.2 The amount deposited or invested as aforesaid should not 
at any time fall below 10% of the amount of deposits maturing till 31 st 
March of that year and should not be utilised for any purpose other 
than repayment of such deposits. 

13.14.3 The amounts so deposited or invested should be verified 
with the external evidence, such as, fixed deposit receipts and the 
securities certificates. 

13.15 Form and Particulars of Advertisement 

13.15.1 Rule 4 requires that a company intending to invite deposits 
should issue an advertisement for that purpose in a leading English 
newspaper and any one vernacular newspaper circulating in the State 
in which the registered office of the company is situated. Such an 
advertisement should be issued on the authority and in the name of 
the Board of the Directors of the Company and should contain 
reference to the conditions subject to which the deposits are to be 
accepted by the company. It should also give the information 
regarding the company as prescribed in Rule 4(2). A copy of the 
advertisement is to be delivered to the Registrar for registration 
before issuing the advertisement. 

13.15.2 The validity of the advertisemeni is only until the earliest 

of the following three dates: 

( 

(0 The expiry of 6 months from the date of closure of the 
financial yeaf in which it is issued; 

(ii) Until the date on which the Balance Sheet is laid before the 
company in general meeting; 

(h’O Where the annual general meeting for any year has not 
been held, the latest day on which that meeting should have 
been held in accordance with the provision of the 
Companies Act, 

A fresh advertisement has to be issued in each succeeding financial 
year for inviting deposits during that financial year. 



THE AUDITOR OF A LIMITED COMPANY 


267 


13.15.3 However, where a company intends to accept deposits 
without inviting such deposits, Rule 4A provides that a statement in 
lieu of advertisement containing all the particulars required under 
Rule 4(2) should be delivered to the Registrar. Such a statement 
would also be valid until earliest of the three dates referred to above. 

13.16 Form of Applications, Receipts and Register of Deposits 

13.16.1 Rule 5 requires that the deposits should be accepted only on 
the basis of an application received in a form to be supplied by the 
company. The form should be accompanied by a statement giving all 
the particulars specified in Rule 4(2). The depositor is also required to 
give a declaration to the effect that the amount to be deposited is not 
out of borrowed funds. 

13.16.2 Rule 6 requires the company to furnish a receipt to the 
depositor stating therein the particulars prescribed under sub-rule 
( 2 ). 

13.16.3 Every company accepting deposit is required to maintain a 
register of deposits containing particulars prescribed under Rule 7. 

13.17 Under Section 45MA(1) of the Reserve Bank of India Act 
1934 (as amended) a statutory obligation is cast on the auditor of a 
non-banking institution to enquire whether or not such institution 
has furnished to the Reserve Bank of India such statements, 
information or particulars relating to or connected with deposits 
received by it, as are required to be furnished under Chapter IIIB of 
the said Act. Except where he is satisfied on such enquiry that non¬ 
banking institution has furnished such statements, information or 
particulars, he is required to make a report to the Reserve Bank 
giving the aggregate amount of such deposits held by the non¬ 
banking institution. 

13.18 Section 45 M A(2) provides that, where, in the case of a non¬ 
banking company, the auditor has made, or intends to make, a report 
to the Reserve Bank under Section 45 M A( 1), he should include in his 
report under Section 227(2) of the Companies Act, 1956, the contents 
of the report which he has made, or intends to make to the Reserve 
Bank. 

13.19 Pursuant to the powers vested under Chapter IIIB referred to 
above, the Reserve Bank of India has issued the following directions: 

(a) Non-Banking Financial Companies (Reserve Bank) 
Directions, 1977. 
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(b) Miscellaneous Non-Banking Companies (Reserve Bank) 
Directions, 1977. 

(c) Residuary Non-Banking Companies Directions, 1987. 

13.20 The Reserve Bank of India had also issued Non-Banking 
Non-Financial Companies (Reserve Bank) Directions, 1966, which 
have been withdrawn in view of Rule 12 of the Companies 
(Acceptance of Deposits) Rules, 1975 as such Companies are 
governed by the said Rules. 

13.21 It has been clarified by the Reserve Bank of India that the 
Non-Banking Financial Companies and the Non-Banking 
Miscellaneous Companies will continue to be governed by the 
directions referred to above as the same have not been withdrawn and 
the duty cast on auditors by section 45MA of the Reserve Bank of 
India Act, 1934 will subsist. 

13.22 It is to be noted that under section 45MA of the Reserve Bank 
of India Act, 1934, the auditor is required to enquire and satisfy 
himself as to whether the requisite statements, information and 
particulars relating to the deposits as prescribed, have been 
furnished. No further duty is cast on him to look into the accuracy of 
the statement, information etc. so furnished. 

13.23 If the auditor is not satisfied regarding the compliance with 
the requirements of the aforesaid directions, then he would have to 
make a report to the Reserve Bank of India and also include a suitable 
paragraph in his report to the shareholders. 

13.24 The Institute of Chartered Accountants of India has issued a 
“Guidance Note on the Duty Cast on the Auditors under section 
45MA of the Reserve Bank of India Act, 1934”which maybe referred 
to, inter alia, for the recommended draft of auditor’s report to the 
Reserve Bank of India as well as to the shareholders. 

14. THE PUBLICATION OF THE BALANCE SHEET AND 
AUDITOR’S REPORT 

14.1 Authentication 

14.1.1 Section 215, Companies Act, 1956, is asunder: 

(I) Save as provided by sub-section (2), every balance sheet and 
every profit and loss account of a company shall be signed on behalf 
of the Board of Directors— 

(0 in the case of banking company, by the persons specified in 
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clause {a) or clause (6), as the case may be, of sub-section (2) of 
section 29 of the Banking Companies Act, 1949; 

(lO in the case of any other company, by its managing agent, 
secretaries and treasurers, manager or secretary if any, and by not 
less than two directors of the company one of whom shall be a 
managing director where there is one. 

(2) In the case of a company not being a banking company, when 
only one of its directors is for the time being in lndia,the balance sheet 
and the profit and loss account shall be signed by such director; but 
in such a case there shall be attached to the balance sheet and the 
profit and loss account a statement signed by him explaining the 
reason for non-compliance with the provisions of sub-section (I). 

(3) The balance sheet and the profit and loss account shall be 
approved by the Board of Directors before they are signed on behalf 
of the Board in accordance with the provisions of this section and 
before they are submitted to the auditors for their report thereon. 

14.1.2 Although it is considered that it is not the duty of the auditor 
to see that the Balance Sheet is signed by the required number of 
directors, it is customary for the auditor to obtain the directors’ 
“Signatures” before attaching and signing his report. 

14.U It is important to observe that the auditor’s report must be 
attached to the Balance Sheet (Section 216). The auditor’s report 
must be read before the company in general meeting and shall be 
open to inspection by any member of the company (Section 230). 

14.2 Circulation 

14.2.1 Under Section 219 the rights of members and others to 
receive copies of the Balance Sheets, etc. are as follows: 

A copy of every balance sheet (including the profit and loss 
account, the auditor’s report and every other document required by 
law to be annexed or attached as the case may be to the balance sheet) 
which is to be laid before a company in general meeting shall not be 

less than twenty-one days before the date of the meeting, be sent to: 

/ 

(0 every member of the company; and 

(ii) every debenture holder and to every trustee for debenture 
holders; 
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(Hi) all other persons entitled to have notices of general meetings, in 
case of (0 and (ii) above, whether or not they are entitled to have 
notices of general meetings of the company sent to them. 

14.2.2 In the case of a company not having a share capital, the 
above provisions do not apply to members and debenture holders 
who are not entitled to receive notices of general meetings. In certain 
specified cases the aforesaid documents are not required to be sent. 
14.2J In re Allen Craig & Co. (London)Ltd. (1934,50T.LR. 301), 
it was held that the duty of the auditors after having affixed their 
signatures to the report annexed to a Balance Sheet, is confined to 
forwarding that report to the secretary of the company leaving the 
secretary or the directors to convene the general meeting and send the 
Balance Sheet and report to the members entitled to receive it. It is no 
part of the duty of the auditors to send a copy of their report to each 
member individually. 

The filing of Annual Return & Balance Sheet with the Registrar of 
Companies is dealt with in Chapter 10. 
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1 CONSIDERATIONS ON APPOINTMENT AS AUDITOR 

1.1 The general considerations on the commencement of a new 
audit have been dealt with in Chapter 2 and the importance of 
obtaining a list of the books in use and a statement of the system of 
internal check (if any) in operation has been emphasised. In the case 
of a limited company, there are further points which the auditor 
should consider at this stage. 

2 THE APPOINTMENT OF THE AUDITOR 

2.1 If the company is a new one, the directors will probably have 
exercised their power to appoint the auditor prior to the first annual 
general meeting, and ii the auditor is so appointed, he should obtain 
from the secretary of the company a copy of the directors’ minute 
recording his appointment. If appointed by the company in general 
meeting, in succession to a previous auditor, he should obtain a copy 
of the resolution, and ascertain that due notice of his intended 
nomination was given to the company, in the first place, and 
subsequently to the members and the retiring auditor in accordance 
with the provisions of Section 225, since if this has not been done his 
appointment will be invalid. In case the appointment is in respect of a 
company in which twenty-five per cent or more of the subscribed 
share capital is held by specified financial institutions or bodies, it 
should be seen that the appointment is by a special resolution in 
accordance with Section 224A of the Act. 

2.2 It has already been pointed out in para 5.8 of Chapter 12 that 
before accepting an appointment as an auditor, a chartered 
accountant should comply with clauses (8), (9) and (12) of the First 
Schedule to the Chartered Accountants Act, 1949. Similarly a 
Certified Auditor (formerly called Restricted State Auditor) should 
comply with clauses 9, 10 and 36 of the Appendix to Certified 
Auditors’ Rules, 1961. 

23 In the case of a casual vacancy in the office of auditor, occasioned 
otherwise than the resignation, the directors have power to appoint a 
new auditor, and the auditor so appointed should obtain a copy of the 
directors* minute appointing him. In case of a casual vacancy caused 
by resignation of an auditor, the vacancy can be filled only by the 
company in general meeting and the auditor should obtain a copy of 
the resolution in regard to such appointment. 
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3 THE REMUNERATION OF THE AUDITOR 

3.1 The amount of the auditor’s fee is generally based on the time 
which the audit is estimated to occupy, regard being had to the 
responsibility involved. The auditor is sometimes asked to quote the 
fee he requires to perform the audit, but it is often very difficult to do 
this with any degree of accuracy, and where the auditor is appointed 
by the directors before the first annual general meeting, it is usually 
arranged that his remuneration will be agreed with the directors after 
the audit is completed. 

3.2 In succeeding years the remuneration is voted either in advance 
or retrospectively by the company in general meeting, whilst in some 
cases a resolution is pas.sed authorising the directors to agree the 
remuneration with the auditor. 

3.3 As has already been stated, the amounts paid to the auditors, 
whether as fees, expenses or otherwise for services rendered {a) as 
auditor (b) as adviser or (c) in any other capacity in respect of 
taxation matters, company law matters and management services, 
and in any other manner, have to be shown separately in the Piofit 
and i.oss Account. 

3.4 In cases where the books of the company are not balanced prior 
to the audit, or where dralt accounts are not prepared by the 
company’s officials and presented to the auditor, he should make it 
clear to the directors that it is no part of his duty to perform work of 
this nature, and if it is desired that he should do this, it will be in his 
capacity as accountant. A .separate fee .should be arranged for 
additional work of this kind. 

4 INSPECTION OF BOOKS AND DOCUMENTS 

4.1 In addition to obtaining a list of all the books in use and 
inspecting these, the auditor should examine the following 
documents. 

4.2 The Memorandum and Articles of Association 

4.2.1 The auditor should peruse the Memorandum, and 
particularly the objects clauses, since occasionally the question may 
arise as to whether certain transactions are intra vires the company. 
In case of a company formed after the commencement of the 
Companies (Amendment) Act, 1965, the objects of a company are 
required to be divided into: 

(i) Main objects to be pursued by a company on its incorporation 
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and objects incidental or ancillary thereto, and (ii) other objects. 

4.2.2 If transactions have been entered into which are not within the 
scope of the company’s objects clause, the auditor should draw 
attention to the facts in his report to the members. 

4.2.3 The Articles of Association call for careful scrutiny by the 
auditor upon his appointment, and special attention should be paid 
to the following points: 

(a) The regulations as to the issue of capital, payment of 
underwriting commission, etc. 

(b) Making calls interest on calls in arrears, and on calls paid in 
advance. 

(c) Forfeiture and lien. 

(d) Directors: their number, remuneration, qualification, 
disqualification and removal. 

{e) Proceedings and powers of the Board. 

if) Appointment and powers of managing directors or managers. 

(g) Dividends and reserves. 

(h) Extent of borrowing powers. 

(/) Rights of members inter se. 

(/) Accounts and audit. 

4.2.4 Any special Resolutions passed subsequently which alter any 
provision of the Articles should also be carefully noted. 

4.3 The Prospectus 

Where a prospectus has been issued, the auditor should e.xamine 
this, with particular reference to the following points: 

{a) The amount of capital proposed to be issued, the different 
classes of shares to which it relates, the rights of members inter se 
and the terms of issue. 

{b) The amount specified as the minimum subscription. 

(c) The amounts payable on application and allotment and the dates 
fixed for future calls, and the amounts thereof, if any. 

{d) Particulars of any contract or arrangement whereby any option 
or preferential right is given to any person who subscribed for 
shares or debentures of the company. 

(e) Particulars of any contract entered into with the vendors for the 
purchase of any property, and the amount payable in cash. 
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shares or debentures in respect of such purchase consideration. 
The amount, if any, payable for goodwill must be specified 
separately, 

(/) The amount payable for underwriting commission on shares or 
debentures. The rate of commission in respect of shares must not 
exceed 5 per cent and in case of debentures 2'A per cent of the 
issue price, or the amount or rate authorised by the Articles, 
whichever is less. 

(g) The amount, or estimated amount, of the preliminary expenses 
and the persons by whom any of those expenses have been paid 
or are payable. 

(fi) The amount, or estimated amount, of the expenses of the issue 
and the persons by whom any of these expenses have been paid or 
are payable. 

(0 Particulars of any material contracts entered into within two 
years of the date on which the prospectus is issued. 

4.4 Contracts 

4.4.1 The auditor should examine all contracts with vendors or 
other persons relating to the purchase of propterty, payment of 
commission, or preliminary expenses. The auditor should also 
examine contracts and agreements affecting the accounts e.g., those 
relating to lease, selling agency, technical collaboration, managerial 
personnel etc. 

4.5 Balance Sheet, Accounts and Reports 

4.5.1 When he has been appointed in place of a retiring auditor, the 
new auditor should examine the last Balance Sheet and Accounts, as 
these will contain the opening entries for the period under review. The 
previous auditor’s report should also be examined, as this may 
contain material information of which it is important the new auditor 
should be aware. 

43.2 The last report of the directors to the members should be 
seen, as this will contain the recommendations of the directors in 
respect of the appropriation of the previous year’s profits. The 
members’ minute book should be examined in order to ascertain 
whether such recommendations have been carried out. 

4.6 Certificate of Incorporation and Commencement of Business 

4.6.1 The auditor should examine the certificate of incorporation to 
ascertain the date when the company is formed and in the case of a 
public company the certificate to commence business. 
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4.6.2 A private company is entitled to commence business and 
exercise borrowing powers immediately after incorporation. But a 
public company is entitled to do so only after obtaining a certificate 
of commencement of business under Section 149. 

4.6.3 Where a company having a share capital has issued 
prospectus, the company shall not commence any business or 
exercise any borrowing powers unless the following conditions are 
fulfilled: 

(1) Shares issued for cash should have been allotted to an amount 
equal to minimum subscription. 

(2) Every director must have paid the .same proportion of 
application and allotment money as is payable on the shares 
offered for public subscription. 

(3) No money is repayable on any shares or debentures by reason of 
failure to apply for or to obtain permission for the shares or 
debentures to be dealt in on any recognized stock exchange. 

(4) A duly verified declaration by one of the directors or the 
secretary, should be filed with the Registrar in the prescribed 
form declaring that the aforesaid requirements of Section 149 
have been complied with. 

4.6.4 Section 149(2A) prohibits a public money company from 
commencing any business in relation to its objects without (i) 
obtaining the prior approval of the shareholders by special resolution 
and (ii) filing with the Registrar a declaration of compliance with this 
provision. 

4.6.5 In case of a company in existence before the commencement 
of the Companies (Amendment) Act, 1965, the prohibition applies in 
relation to any of the objects stated in its memorandum. Such 
company should be deemed to commence business if it commences 
any new business which is not germane to the business carried on 
before the Amending Act. 

In case of a company formed after the Amending Act this provision 
applies in relation to objects other than its main objects or incidental 
or ancillary thereto stated in its memorandum. 

4.6.6 Where a special resolution cannot be passed the Central 
Government is empowered to allow the company to commence such 
business even if it is passed by a simple majority. 

4.6.7 Where a company has not issued a prospectus, it shall not 
commence any business or exercise any borrowing powers unless 



THE AUDIT OF A LIMITED COMPANY—I 


111 


there has been filed with the Registrar a statement in lieu of 
prospectus and conditions Nos. 2 and 4 mentioned in para 4.6.3 have 
been fulfilled. 

4.6.8 On filing of a duly verified declaration as aforesaid the 
Registrar shall certify that the company is entitled to commence 
business and that certificate shall be conclusive evidence that the 
company is entitled to commence business. 

4.6.9 Under Section 149(4) any contract made by a company before 
it is entitled to commence business shall be regarded as provisional 
and not binding until that date. The said contracts become binding 
immediately the company is entitled to commence business. 

5 CLASSES OF COMPANIES 

5.1 The provisions of the Companies Act which are applicable to a 
company will depend upon the class of a company. The auditor must, 
therefore, ascertain whether the company is a public or a private 
company and in this behalf he should particularly note that by virtue 
of Section 43A, under certain circumstances, a private company is 
deemed to be a public company. 

5.2 Under Section 43A, a private company is deemed to be a public 
company if any one, of the following three alternative conditions is 
fulfilled; 

(0 where twenty-five per cent or more of its paid-up share capital is 
held by one or more bodies corporate, subject to exceptions, 
(if) where the average annual turnover during the relevant period 
(three years) is rupees one crore or more, 

(Hi) where the private company holds twenty-five per cent of the 
paid-up capital of a (single) public company. 

5.3 The relevant provisions of Section 43A are as under: 

(1) Save as otherwise provided in this section, where not less than 
twenty-five per cent of the paid-up share capital of a private 
company having a share capital, is held by one or more bodies 
corporate, ihe private company shall,— 

(a) on and from the date on which the aforesaid percentage is first 
held by such body or bodies corporate, or 

(b) where the aforesaid percentage has been first so held before the 
commencement of the Companies (Amendment) Act, 1960, on 
and from the expiry of the period of three months from the date 
of such commencement unless within that period the aforesaid 
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percentage is reduced below twenty-five per cent of the paid-up 
share capital of the private company, becomes by virtue of this 
section a public company: 

Provided that even after the private company has so become a public 
company, its articles of association may include provisions relating to 
the matters specified in clause (iii) of sub-section (1) of section 3 and 
the number of its members may be, or may at any time be reduced, 
below seven: 

Provided further that in computing the aforesaid percentage, account 
shall not be taken of any share in the private company held by a 
banking company if, but only if, the following cond itions are satisfied 
in respect of such share, namely: 

(a) that the share— 

(0 forms part of the subject-matter of a trust, 

(/7) has not been set apart for the benefit of any body 
corporate, and 

(///) is held by the banking company either as a trustee of that 
trust or in its own name on behalf of a trustee of that trust; 
or 

(h) that the share— 

(/) forms part of the estate of a deceased person, 

(/7) has not been bequeathed by the deceased person by his 
will to any body corporate, and 
{Hi) is held by the banking company either as an executor or 
administrator of the deceased person or in its own name on 
behalf of an executor or administrator of the deceased 
person, 

and the Registrar may, for the purpose of satisfying himself that any 
share is held in the private company by a banking company as 
aforesaid, call for at any time from the banking company such books 
and papers as he considers necessary. 

(1 A) Without prejudice to the provisions of sub-section (1), where the 
average annual turnover of a private company, whether in existence 
at the commencement of the Companies (Amendment) Act, 1974, or 
incorporated thereafter, is not during the relevant period less than 
rupees one crore, the private company shall, irrespective of its paid- 
up share capital, become, on and from the expiry of a period of three 
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months from the last day of the relevant period during which the 
private company had the said average annual turnover, a public 
company by virtue of this sub-section: 

Provided that even after the private company has so become a public 
company, its articles of association may include provisions relating to 
the matters specified in clause (m) of sub-section (1) of Section 3 and 
the number of its members may be, or may at any time be reduced, 
below seven. 

(IB) Where not less than twenty-live per cent of the paid-up share 
capital of a public company, having share capital, is held by a private 
company, the private company shall,— 

(fl) on and from the date of which the aforesaid percentage is first 
held by it after the commencement of the Companies 
(Amendment) Act, 1974, or 

(b) where the aforesaid percentage has been first so held before 
the commencement of the Companies (Amendment) Act, 
1974, on and from the expiry of the period of three months 
from the date of such commencement unless within that 
period the aforesaid percentage is reduced below twenty-five 
per cent, of the paid-up share capital of the public company, 
become, by virtue of this sub-section, a public company, and 
thereupon all other provisions of this section shall apply 
thereto: 

Provided that even after the private company has so become a public 
company, its articles of association may include provisions relating to 
the matters specified m clause (///) of sub-section (I) of section 3 and 
the number of its members may be, or may at any time be reduced, 
below seven. 

(2) Within three months from the date on which a private company 
becomes a public company by virtue of this section, the company 
shall inform the Registrar that it has become a public company as 
aforesaid and thereupon the Registrar shall delete the word ‘Private' 
before the wcrd ‘Limited’ in the name of the company upon the 
register and shall also make the necessary alterations in the 
certificate of incorporation issued to the company and in its 
memorandum of association. 

(3) Sub-section (3) of section 23 shall apply to a change of name 
under sub-section (2) as it applies to a change of name under Section 
21 . 
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(4) A private company which has become a public company by virtue 
of this section shall continue to be a public company until it has, with 
the approval of the Central Government and in accordance with the 
provisions of this Act, again become a private company. 

(5) If a company makes default in complying with sub-section (2), 
the company and every officer of the company who is in default, shall 
be punishable with fine which may extend to five hundred rupees 
for every day during which the default continues. 

(6) Nothing in this section shall apply— 

(a) to a private company of which the entire paid-up share 
capital is held by another single private company or by one 
or more bodies corporate incorporated outside India; or 
(aa) to a private company in which shares are held by one or more 
bodies corporate incorporated outside India, which or each 
of which, if incorporated in India,would be a private 
company within the meaning of this Act, if the Central 
Government, on an application made to it in this behalf by 
the private company, by order so directs; or 
(h) to any other private company if, but only il, each of the 
following conditions is satisfied, namely; 

(/■) that the body corporate or each of the bodies corporate 
holding shares in the private company is itself a private 
company (hereinafter in this section referred to as a 
shareholding company) 

(ij) that no body corporate is the holder of any shares in any 
such shareholding company, 

{Hi) that the total number of shareholders of the shareholding 
company, or as the case may be, of all the shareholding 
companies together with the individual shareholders [not 
including the persons referred to in sub-clause {b) of clause 
{Hi) of sub-section (1) of section 3], if any, of the private 
company does not exceed fifty. 

(7) Every shareholding company shall, as soon as may be, inform the 
private company referred to in clause {b) of sub-section (6) about 
every change in the membership of the shareholding company taking 
place by a change in the number of its individual shareholders or by 
any body corporate becoming the holder of any of its shares. 

(8) Every private company having a share capital shall, in addition to 



THE AUDIT OF A LIMITED COMPANY—I 


281 


the certificate referred to sub-section (2) of section 161, file with the 
Registrar along with the annual return a second certificate signed by 
both the signatories of the return, stating either— 

(a) That since the date of the annual general meeting with 
reference to which the last return was submitted, or in the case 
of a first return, since the date of the incorporation of the 
private company, no body or bodies corporate has or have 
held twenty-five per cent or more of its paid-up share capital, 
or 

(b) that though since the aforesaid date one or more bodies 
corporate have held twenty-five per cent or more of its paid- 
up share capital, the provisions of this section do not apply to 
it because it is a private company referred to in clause {a) or 
clause {b) of sub-section (6), 

(c) that the private company, irrespective of its paid-up share 
capital, did not have, during the relevant period, an average 
annual turnover of rupees one crore or more. 

(9) Every private company, having share capital shall file with the 
Registrar along with the annual return a certificate signed by both the 
signatories of the return, slating that since the date of annual general 
meeting with reference to which the last return was submitted, or in 
the case of a first return, since the date of the incorporation of the 
private company, it did not hold twenty-five per cent oi more of the 
paid-up share capital of one or more public companies. 

Explanation: For the purposes of this section,— 

(a) ‘relevant period’ means the period of three consecutive financial 
years,— 

(/) immediately preceding the commencement of the Companies 
(Amendment) Act, 1974, or 

(zT) a part of which immediately preceded such commencement 
and the other part of which immediately followed such 
commencement, or 

{Hi) immediately following such commencement or at any time 
thereafter; 

(b) ‘turnover’, of a company means the aggregate value of realization 
made from the sale, supply or distribution of goods or on 
account of services rendered or both, by the company during a 
financial year. 
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5.4 The auditor should also ascertain whether the company is a 
subsidiary or a holding company of another company. 

6 THE VARIOUS CLASSES OF SHARE CAPITAL 

6.1 Sections 85 to 89 make provisions in respect of various kinds of 
capital of a company. These sections do not apply to a private 
company unless it is a subsidiary of a public company. In case of 
shares issued by a public company before the commencement of the 
Amending Act of 1974, nothing in Sections 85,86,88 and 89 shall affect 
any voting rights attached to the shares except as otherwise provided 
in Section 89 or any right attached to the shares as to dividend, capital 
or otherwise. 

6.2 The provisions of Section 87 apply to the voting rights of 
preference shares issued by a public company before Isl April, 1956, 
as they apply to the p-eference shares issued after that date. In 
interpreting the aforesaid provisions it is necessary to distinguish 
between the shares issued before the commencement of the 
Companies Act, 1956, and those issued thereafter. 

6.3 The share capital of a company, limited by shares, formed after 
the commencement of the Act, or issued after such commencement 
shall be of two kinds only, vi?; {a) Equity share capital, and (b) 
Preference share capital (Section 86). 

6.4 Section 85 which defines preference share capital and equity 
share capital is as under: 

(1) “Preference share capital” means, with reference to any 
company limited by shares, whether formed before or after the 
commencement of the Act, that part of the share capital of the 
company which fulfils both the following requirements, namely : 

(a) that as respects dividends, it carries or will carry a preferential 
right to be paid a fixed amount or an amount calculated at a 
fixed rate, which may be either free of or subject to income- 
tax; and 

(b) that as respects capital, it carries or will carry, on a winding up 
or repayment of capital, a preferential right to be repaid the 
amount of the capital paid up or deemed to have been paid up, 
whether or not there is a preferential right to the payment of 
either or both of the following amounts, namely : 

(0 any money remaining unpaid, in respect of the amounts 
specified in clause (a), up to the date of the winding up or 
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repayment of capital; and 

(if) any fixed premium or premium on any fixed scale, specified 
in the memorandum or articles of the company. 

Explanation: Capital shall be deemed to be preference capital, 
notwithstanding that it is entitled to either or both of the following 
rights, namely: 

(0 that, as respects dividends, in addition to the preferential right 
to the amount specified in clause {a), it has a right to 
participate, whether fully or to a limited extent, with capital 
not entitled to the preferential right aforesaid; 

(iT) that, as respects capital, in addition to the preferential right to 
the repayment, on a winding up, of the amounts specified in 
clause (/?), it has a right to participate, whether fully or to a 
limited extent, with capital not entitled to that preferential 
right in any surplus which may remain after the entire capital 
has been repaid. 

(2) “Equity share capital” means, with reference to any such 
company, all share capital which is not preference share capital. 

(3) The expressions “preference share” and “equity share”shall be 
construed accordingly. 

6.5 In view of these provisions, the preference share capital must be 
preferential both as to dividends and as to repayment of capital. In 
addition, it may or may not have: 

(0 a right to participate further in the profits; 

(//) a right to arrears of dividends; 

(//■/) a right to premium; 

(/v) a right to participate in the surplus in the event of winding up. 

6.6 Section 88 provides: 

No company formed after the commencement of this Act, or 
issuing any share capital after such commencement, shall issue any 
shares (not being preference shares) which carry voting rights or 
rights in the company as to dividend, capital or otherwise which are 
disproportionate to the rights attaching to the holders of other shares 
(not being preference shares). 

6.7 Subject to the above remarks the share capital of a company 
may be divided into different classes, of which the following are the 
most usual. 
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6.8 Preference Shares 

6.8.1 Preference shares may be either cumulative or non- 
cumulative. The latter only carry a right to a fixed dividend out of the 
profits of any year, and if there are insufficient profits in that year to 
pay the full amount of dividend, they have no right to have such 
arrears made up out of future profits. 

6.8.2 Cumulative preference shares entitle the holders to a fixed 
rate of dividend in the same way as non-cumulati ve preference shares, 
but with the additional right that any arrears of dividend for a 
particular year shall be made up out of future profits, in priority to 
any dividends on other classes of shares. 

6.8.3 The rights of preference shareholders are governed by the 
Memorandum and Articles of Association, and there are other 
varieties than the two enumerated above; such as, for example, 
participating preference shares, which have a right to further 
dividends after the ordinary shares have received a certain rate. 

6.8.4 Where it is stated that preference shares are entitled to a 
preferential dividend at a specified rate per cent, such dividend is 
prima facie cumulative ( Webb v. Earle, 1875, L. R. 20 Eq. 556; Henry 
V. Gt. N. Rly. Co., 1 de G.&J. 606; Foster v. Coles, 22T.L.R. 555). If 
the intention is that the preference share should be non-cumulative, 
the clause defining their rights must clearly express this. A 
declaration that the preference dividend is to be paid out of the profits 
of each year, has been interpreted as not giving cumulative rights 
{Staples V. Eastman Co., 1896 2 Ch. 303). 

6.8.5 In the absence of specific provision, preference shares entitled 
to a fixed cumulative dividend are not entitled to share in any surplus 
profits after such dividend has been paid {Willv. United Lankat 
Plantations Co., 1914, 83 L.J. Ch. 195). 

6.8.6 A preference shareholder is not entitled to preference in 
respect of return of capita!, unless specific rights are attached in this 
connection {London India Rubber Co., 1861, 5 Eq. 519). 

6.9 Redeemable Preference Shares (Section 80) 

6.9.1 A company, limited by shares, may issue preference shares 
which are, or at the option of the company are liable, to be redeemed 
subject to the following provisions: 

(fl) such issue must be authorised by the Articles; 

(6) the redemption can only be effected out of profits available for 
dividends or out of the proceeds of a fresh issue made for the 
specific purpose; 
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(c) the shares cannot be redeemed unless they are fully paid; 

{d) when the shares are redeemed out of divisible profits, a sum equal 
to the nominal value of the shares redeemed must be transferred 
to a “Capital Redemption Reserve Account”. Provisions of the 
Act relating to the reduction of share capital of a company shall 
apply to such Capital Redemption Reserve Account as if it were 
paid-up share capital of the company; 

(e) any premium payable on redemption must be provided out of 
profits, or out of any share premium account before the shares 
are redeemed; 

(/) the Capital Redemption Reserve Account may be applied in 
paying up unissued shares of the company to be issued as fully 
paid bonus shares to the members. 

6.9.2 Where shares arc redeemed out of the proceeds of an issue 
made for the specific purpose, the company shall have power to issue 
shares up to the nominal amount ol the shares redeemed or to be 
redeemed as if those shares had never been issued; and no additional 
fee w'lll be payable on the new issue, provided that where new shares 
are issued before redemption, the redemption is eflected within one 
month after such new i.ssue. 

6.9.3 The redemption of preference shares is not to be taken as 
reducing the amount of the company’s authorised capital. 

6.10 Ordinary Shares 

6.10.1 Ordinary shares are those taking the surplus profits 
remaining after satisfaction of prior interests (if any). 

6.10.2 These may be divided between preferred and deferred 
ordinary shares, the former having a preferential right to a fixed rate 
of dividend over the latter, while the latter frequently have a right to 
the whole, or a proportion of the surplus after the payment of 
dividends on other classes of shares. 

7 MINIMUM SUBSCRIPTION (Section 69) 

7.1 The minimum subscription is the amount which, in the opinion 
of the Board of Directors or of the signatories of the Memorandum, 
must be raised by the issue of share capital in order to provide for the 
matters specified in clause 5 of Schedule 11. The matters in respect of 
which provisions should be made are: 

(I) Purchase price of property to be defrayed in whole or in part out 
of the proceeds of the issue. 
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(2) Any preliminary expenses payable by the company and 
underwriting commission on shares. 

(3) The repayment of any moneys borrowed by the company in 
respect of any of the foregoing matters. 

(4) Working capital. 

(5) Any other expenditure stating the nature and purpose thereof. 

7.2 The minimum subscription should be reckoned exclusively of 
any amount payable otherwise than in money. 

8 ALLOTMENT OF SHARES 

8.1 Section 69 provides that no allotment shall be made of any share 
capital of a company offered to the public for subscription unless the 
following conditions are fulfilled: 

(1) The amount stated in the prospectus as the minimum 
subscription (to be reckoned... than in money exclusively of any 
amount payable otherwise than in money) has been subscribed. 

(2) The sum payable on application in respect thereof has been 
received by the company. 

(3) The amount payable on application on each share must not be 
less than five per cent of the nominal of the share. 

(4) All moneys received from applicants for shares must be 
deposited in a Scheduled bank (i) until the certificate to 
commence business is obtained or (ii) where such certificate has 
already been obtained, until the entire amount payable on 
application for shares in respect of minimum subscription has 
been received by the company or (iii) until they are returned in 
accordance with provisions of Section 69(5). 

8.2 If the aforesaid conditions have not been complied with within 
120 days after the first issue of the prospectus, all moneys received for 
shares must be refunded, without interest, within ten days and 
thereafter if such money is not repaid, the directors shall be jointly 
and severally liable to lepay the same with interest at six per cent per 
annum. The aforesaid conditions, except condition (3), do not apply 
to allotment of shares subsequent to the first allotment of shares 
offered for public subscription. 

8.3 Where a prospectus slates that an application has been made for 
permission for the shares or debentures to be dealt in on a recognised 
stock exchange, any allotment made on an application in pursuance 
of the prospectus shall be void if permission has not been applied for 
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or granted within the prescribed time limit. 

8.4 The moneys kept in a separate bank account shall not be utilised 
for any purpose other than the following; 

(a) Adjustment against allotment of shares where shares have been 
permitted to be dealt in on the stock exchange specified in the 
prospectus. 

(/>) Repayment of moneys, in case shares have not been permitted to 
be dealt in on the stock exchange specified in the prospectus ot 
where a company is for an> other reason unable to make the 
allotment of shares. 

8.5 Under Section 75 a company is required to file with the 
Registrar within thirty days a return ol allotment containing the 
pre.scribed particulars. In such return the company shall not show 
any shares as having been allotted for cash, if cash has not actually 
been received Under Section 227( I A) the auditor must inciuire into 
this matter. 

8.6 The auditor of a company must see that the above pi ovisions in 
respect of allotment of shares are complied with and he musi inspect a 
copy of the return of allotment in the course of share capital audit. 

9 SHARES ISSUED FOR CASH 

9.1 In order to vouch shares issued for cash, the following 
procedure will be neccs.sary: 

(1) Check the applications with Application and Allotment Sheets. 

(2) Check the shares allotted, and the amounts payable on 
application and allotment, from the Application and Allotment 
Sheets into the Share Register. 

Reference should be made to the Schedule of Split and 
Renounced Allotment Letters, as the names of the original 
allottees may in many cases not be the same as those ultimately 
entered in the registers. 

(3) Check cash received on application and allotment with the 
bank statement; check the special Cash Book or machine lists in 
detail to the Share Register, and in total to the Application and 
Allotment Accounts. 

(4) Where application money has been returned owing to 
allotment not being made, vouch repayment of cash with the 
Application and Allotment Sheets. 
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(5) Examine the directors’ Minute Book to see that all allotments 
have been made the subject of a minute, and where only the 
total number of shares allotted on any day is referred to in the 
minutes, see that the Application and Allotment Sheets have 
been initialled by a director up to the point referred to in the 
minutes. 

(6) A similar procedure should be adopted to verify the proceeds of 
calls. 

(7) See that the issue is within the limits authorised by the 
Memorandum and Articles of Association. 

(8) See that the provisions with regard to the minimum 
subscription (if any) have been complied with. 

(9) Vouch the journal entries relating to the issue, and check the 
postings. 

(10) Check the balances on the Share Registers, and see that the 
total agrees with the total capital issued. 

(11) Ascertain that the necessary sanction required, if any, for the 
issue of share capital has been obtained from the Controller of 
Capital Issues. 

(12) See that the provisions of Sections 69 and 70 in regard to 
allotment of shares and keeping the money received from 
applicants deposited in a Scheduled bank are complied with. 

(13) See that proper entries are made in respect of premium if any, 
on shares and for the forfeiture of shares. 

9.2 If it was stated in the Prospectus that application had been or 

would be made for permission to deal in and for quotation for the 

shares on any Stock Exchange, see that: 

(14) All money received on application is kept in a separate banking 
account so long as liability to refund such money exists. It 
should be seen that such moneys are not utilised for any 
purpose other than the adjustment against the allotment of 
shares or repayment of money received from applicants 
[Section 73 (3A).] 

(15) Permission to deal has been granted by the Stock Exchange or, 
if this has been refused, that application moneys have been 
repaid to the applicants, with or without interest as the case may 
be or, if this has been refused, that application moneys have 
been repaid to the applicants, with oi without interest as the 
case may be. 
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10 SHARES ISSUED FOR CONSIDERATION OTHER THAN 
CASH 

10.1 The issue of shares to a vendor of the business in pan payment 
of the purchase consideration will be vouched by reference to the 
contract between the company and the vendor, and the minutes 
recording the allotment. Such contracts must be filed with the 
Registrar of Companies within thirty days after allotment, and the 
auditor should ascertain whether this has been done. 

10.2 Whc re the contract has not been reduced to writing, 
particulars of it must be filed, duly stamped with the Registrar within 
thirty days. The con.sequence of non-registration is penally, but the 
title of the allottee is not affected so long as the contract, itself is valid. 

10.3 Frequently shares are issued to the nominees of the vendor, 
either by virtue of a supplementary agreement or under a written 
nomination by the vendor in favour of his nominees. The issue of 
such shares will be vouched by reference to these documents. 

10.4 Shares are sometimes issued as fully paid to persons in 
consideration of the payment by them of part or the whole of the 
preliminary expen.ses of the company; the issue of such shares will be 
vouched ill the same manner as the vendor’s share.s. 

10.5 Payment of underwriting commission, or commission on 
placing shares, is usually made in cash, bur it is sometimes discharged 
by the i.ssue of fully paid shares. The auditor’s duties in connection 
with the vouching of payments ol this nature are considered in para 
23, and assuming the issue of such shares to be in order, the vouching 
of the issue will be carried out in the same manner as that described 
above. 

10.6 The auditor should vouch the journal entries relating to shares 
issued for a consideration other than cash with the contracts and the 
minute book. The shares allotted should be checked into the Register 
of Members. 

11 SHARES ISSUED AT A PREMIUM (Section 78) 

11.1 Share may be issued (whether for cash or otherwi.se) at a 
premium and the auditor should see that the amount of the premium 
is placed to the credit of a Share Premium Account, which must be 
shown as a separate item in the Balance Sheet under the head 
“Reserves & Surplus,” together with details of its utilization during 
the year. 

11.2 The provisions relating to the reduction of the share capital 
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shall apply as if the Share Premium Account were paid-up share capital 
of the company. Notwithstanding this provision, the company is 
permitted to use the balance of the Share Premium Account for the 
following purposes: 

(a) In paying up unissued shares of the company to be issued to the 
members SiS fully paid bonus shares. 

{b) To write off preliminary expenses. 

(r) To write off the expenses of, or the commission paid or discount 
allowed on, any issue of shares or debentures. 

{d) In providing for the premium payable on redemption of any 
redeemable preference shares or debentures. 

12 REGISTER AND INDEX OF MEMBERS (Sections 150-151) 

12.1 Under Section 150, every company is required to keep a 
register of its members, and enter therein the following particulars: 
(a) Name, address and occupation of each member. 

{b) The shares held by each member; distinguishing each share by its 
number and the amount paid on those shares. 

(c) Date at which each person was entered in the register as a 
member. 

(d) Date at which any person ceased to be a member. 

12.2 Under Section 151, every company having more than fifty 
members is required to keep an index of members unless the register 
of members is so maintained as to constitute an index of members. 

12.3 It will occasionally be found that a Register of Transfers is 
kept, recording particulars of all transfers registered by the company, 
but usually this book is dispensed with, all postings being made direct 
from the transfers to the Register of Members, thus avoiding 
duplication. 

12.4 The auditor must check the entries relating to issue of share 
capital into register of members to check the correctness of the issued 
capital shown in the Balance Sheet. 

12.5 Once this has been done, however, it is immaterial to the 
auditor whether the capital is held by any particular individual 
member and he need not, therefore, check share transfers in detail. 
He should, however, check the balances on the Register of Members 
on the occasion of each audit, in order to see that the total agrees with 
the issued capital as shown in the Balance Sheet. 
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12.6 The majority of companies charge a fee for the registration of a 
transfer and these receipts must be vouched by the auditor, either by 
reference to the Transfer Register, the counterfoils of transfer 
receipts, or by counting the number of transfer deeds. 

13 CALLS (Sections 91 and 92) 

13.1 After the commencentent of the Companies Act, 1956, if any 
calls for further share capital are made on shares, such calls shall be 
made on a uniform basis on all shares of the same class. For this 
purpose, shares of the same nominal value on which different 
amounts have been paid up shall not be deemed to be of the same 
class. The auditor must examine the provisions in the Articles of 
Association in regard to calls. 

13.2 Where the calls are arrears it should be seen that the interest at 
the rate p. escribed in the Articles is charged and the information 
required by Schedule VI is disclosed in the Balance Sheet. 

13.3 The company may, if so authorised by its Articles accept 
money from shareholders in advance of calls. Under Table “A” 
Article 18, power is given to pay interest at a rate not exceeding six 
per cent on amounts so advanced, and such interest is a charge 
against the profits, but can be paid out of capital. Calls paid in 
advance do not strictly form part of the share capital, and should be 
shown separately in the Balance Sheet. In the event of winding-up, 
they are repayable with interest before any return is made in respect of 
cailed-up capital. (/« re Wakefield Rolling Stock Co., 1892, 3 Ch. 
165). 

14 INTEREST PAYABLE OUT OF CAPITAL DURING 
CONSTRUCTION (Section 208) 

14.1 Where shares are issued for the purpose of raising money for 
the construction of v/orks, buildings, or plant which cannot be made 
profitable for a lengthy period, the company may; 

(а) pay interest on so much of that share capital as is for the time 
being paid-up, and 

(б) charge such interest to capital as part of the cost of works, 
buildings or plant; 

Subject to the following conditions and restrictions: 

(I) The payment must be authorised by the Articles or by a special 
resolution. 
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(2) Payment shall not be made without the previous sanction of the 
Central Government which is entitled to make inquiry, at the 
expense of the company, before sanctioning such payment. 

(3) The payment shall be made only for such period as may be 
sanctioned by the Central Government but it must not extend 
beyond the close of the half year, next after the half year during 
which the works or buildings have been actually completed or the 
plant provided. 

(4) The rale of interest shall in no case exceed four per cent per 
annum or such other rale as the Central Government may, by 
notification, in the Official Gazette, direct. 

(5) The payment of interest should not operate as a reduction of the 
amount paid up on the shares. 

14.2 The interest paid out of capital during construction, to the 
extent not written off or adjusted, should be shown in the Balance 
Sheet under the head “Miscellaneous Expenditure”, and the rate of 
interest should also be stated. 

14.3 Interest on debentures issued or amount borrowed for a 
similar purpose can be charged to capital during the period of 
construction {Hinds v. Buenos Ayres Grand National Tramways Co. 
Ltd., 1906, 2 Ch. 654, Challapalli Sugars Ltd. v. Commissioner of 
Income-ta.x, A.P. and Commissioner of Income-tax (Central) 
Calcutta V. Hindmtan Petroleum Corporation (1975)98 I.T.R. 
167; S.C.) 

15 REDUCTION OF SHARE CAPITAL 

15.1 A reduction of capital must be in accordance with the 
provisions of Sections 100-105 of the Act. A company limited by 
shares or a company limited by guarantee having a share capital may; 

(1) if so authorised by Articles; 

(2) by special resolution; and 

(3) subject to confirmation by the Court; 

reduce its share capital. 

15.2 The reduction may be made in any way and in particular the 
company may; 

{a) extinguish or reduce the liability on any of its shares in respect of 
share capital not paid-up; 

(b) either with or without extinguishing or reducing liability as 
aforesaid; 
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(i) cancel any paid-up share capital which is lost, or is 
unrepresented by available assets; or 
(it) pay off any paid-up share capital which is in excess of the 
wants of the company; 

and accordingly alter its Memorandum of Association. 

15.3 The Court may make an order d irecting that the company shall 
during a specified period add to its name, as the last words “and 
reduced” which shall be deemed to be part of the name of the 
company for such period. 

15.4 The Registrar, on delivery to him of a certified copy of the 
Court’s order and of a minute approved by the Court, is required to 
register and certify the registration thereof. The Registrar’s certificate 
shall be conclusive evidence that all the requirements of the Act with 
respect to reduction of share capital have been complied with. The 
reduction of share capital takes effect on the registration of the 
Court’s order and the Minute, and not before. 

15.5 The auditor must inspect the following: 

(1) the authority in the Articles; 

(2) the special resolution for reducing the share capital; 

(3) the Court’s order; 

(4) the Registrar’s certificate. 

15.6 Where sums have been written off on reduction of capital or 
revaluation of assets, every Balance Sheet (after the first Balance 
Sheet) subsequent to the reduction or revaluation, shall, show the 
reduced figures with the date of reduction, in place of the original 
cost. Each Balance Sheet for the first five years subsequent to the date 
of reduction, shall show also the amount of the reduction made 
(Schedule VI). 

16 RESTRICTIONS ON PURCHASE OF ITS OWN SHARES 
(Section 77) 

16.1 A company limited by shares or limited by guarantee and 
having a share capital is prohibited from buying its own shares, unless 
the consequent reduction of capital is effected. 

16.2 Further, a public company or a private company which is a 
subsidiary of a public company cannot give, whether directly or 
indirectly, and whether by means of a loan, guarantee, the provision 
of security or otherwise, any financial assistance for the purpose of or 
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in connection with the purchase of or subscription for any of its own 
shares or shares in its holding company. This restriction is subject to 
the following exceptions: 

(1) The lending of money by a banking company in the ordinary 
course of its business. 

(2) The provision by a company, under a scheme, for purchase of 
fully paid shares in the company or its holding company for the 
benefit of the employees including any director employed in the 
company. 

(3) Loans to bonafide employees (other than directors, managing 
agents, secretaries and treasurers or managers) to enable them to 
acquire shares in the company or its holding company up to a 
limit of six months’ salary or wages. 

17 CONTROL OVER ISSUES OF CAPITAL 

17.1 The Capital Issues (Controls) Act, 1947, makes provisions for 
control on issue of capital. Issue of capital means the issuing or 
creation of any securities (as defined in the Act) whether for cash or 
otherwise, and includes the capitalisation of profits or reserves for the 
purposes of converting partly paid-up shares into fully paid shares or 
increasing the par value of shares already issued. A company 
incorporated in the States (i.e. territories of India to which the Act 
extends) cannot except with the consent of the Central Government 
make any issue of capital outside the States. Any company whether 
incorporated in the States or not, except with the consent of the 
Central Government cannot: 

(a) make an issue of capital in the States; 

(h) make in the States any public offer of securities for sale; 

(f) renew or postpone the date of maturity or repayment of any 
security maturing for payment in the States. 

17.2 Under section 4 of the said Act, the following types of offers 
cannot be circulated unless the consent or recognition, as the case 
may be, from the Central Government is obtained to the issue or 
creation of the securities covered by the offer: 

(i) A public offer in the States for the subscription or purchases of 
any securities. 

(ii) An offer to existing holders of the securities of that company or 
to existing holders of the securities of any other company 
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specified in the offer, in the States for subscription or purchase of 
any securities of such company. 

(Hi) A public offer, in the States for the sale of securities issued or 
created with the consent or recognition of the Central 
Government by a private company or if such order contained a 
condition that the securities should be privately subscribed. 

17.3 Further in the case of (i) and (ii) above, a statement should be 
made in the offer that the necessary consent or recognition, as the 
case may be, has been obtained. 

17.4 Under section 5 of the said Act, unless the consent or 
recognition ot the Central Government has been accorded, no person 
shall: 

(/) Accept or give any consideration for any securities in respect of 
an issue of capital made or proposed to be made in the States or 
elsewhere. 

(ii) Sell or purchase or otherwise transfer or accept transfer of any 
securities issued by a company in respect of any issue of capital, 
made after the 17th day of May, 1943, in the States or elsewhere. 

17.5 The procedure for application for consent is prescribed under 
the Capital Issues (Application for Consent) Rules, 1966. 

17.6 Subject to certain exceptions, the Capital Issues (Exemption) 
Order, 1969, exempts from Capital Control, inter alia, the following 
issues of securities. 

(< 2 ) Subject to conditions mentioned in clause 3 of the order: 

(/) Issue made by a private company other than a company 
registered under Section 26 of the Monopolies and 
Restrictive Trade Practices Act, 1969. 

(ii) Issue made by a government company. 

(Hi) Issue made by a banking company, insurance company or 
provident society company. 

(b) Subject to conditions mentioned in clause 4 of the order : 

(0 Issue of securities not exceeding Rs. 100 lacs within a period 
of 12 months by any company other than a company 
registered under Section 26 of the M.R.T.P. Act. 

(ii) Other issues specified in clause 4. 

(c) Subject to the conditions laid down in clause 5 of the order: 

(0 Issue of securities other than debentures exceeding Rs.lOO 
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lacs by a company other than a company registered under 
Section 26 of the M.R.T.P. Act. 

17.7 However, no exemption is available in the following cases: 
(0 Issue of bonus shares by any company for any amount. 
(ii) Issue of preference shares carrying participation or 

conversion rights. 

(Hi) Issue of securities by a private limited company in which an 
amount exceeding twenty per cent, is subscribed by a public 
limited company or companies. 

(/v) Issue of debentures carrying conversion rights or bearer 
debentures. 

(v) Issue of securities at a premium or discount. 

(v/) Issue of securities involving relaxation of any or all the 
conditions mentioned in clause 5 of the order. 

17.8 The Controller of Capital Issues will not, normally accord 
sanction to the issue of bonus shares unless the guidelines issued by 
the Ministry of Finance on issue of bonus shares are complied with. 

17.9 The auditor of a company must see that either the issue is 
exempt under the Exemption Order or the necessary consent or 
recognition, as the case may be, is obtained for the issue of securities. 

18 THE PROSPECTUS 

18.1 Where a company seeks to obtain the whole or part of its 
capital by public subscription, a prospectus must be issued, the 
preparation of which is a matter for the promoters or directors. 

18.2 Where a public company does not issue a prospectus, it must 
file with the Registrar of Com^^Lmts a statement in lieu of prospectus 
in the form and containing the particulars prescribed by the Schedule 
III to the Companies Act, 1956. 

18.3 In some cases a company may raise capital by allotting shares 
or debentures to an issuing house who may then offer such shares or 
debentures for sale to the public. The document by which the offer for 
sale is made is for all purposes deemed to be prospectus issued by the 
company. 

18.4 Under Section 60(3), the prospectus must be accompanied by 
the consent in writing of the person, named therein as the auditor of 
the company or intended company, to act in that capacity. 

18.5 The relevant provisions of Schedules 11, 111 and IV in regard to 
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the report of the auditors of the company are discussed hereunder. 
18.6 The Companies Act, 1956 (Schedule II, Parts II and III) 
requires that the prospectus shall contain the report by the auditors of 
the company with respect to: 

18.6.1 Clause 24 

(1) {a) profits and losses and assets and liabilities, in accordance 

with sub-clause (2) or (3) of this clause, as the case may 
require; and 

{b) the rates of the dividends, if any, paid by the company in 
respect of each class of shares in the company for each of 
the five financial years immediately preceding the issue of 
the prospectus, giving particulars of each class of shares on 
which such dividends have been paid and particulars of the 
cases in which no dividends have been paid in respect of 
any class of shares for any of those years; 

and, if no accounts have been made up in respect of any part of the 
period of five years ending on a date three months before the issue of 
the prospectus, containing a statement of that fact and accompanied 
by a statement of the accounts of the company in respect of that part 
of the said period upto a date not earlier than six months of the date 
of issue of the prospectus indicating the profit or loss for that period 
and the assets and liabilities position as at the end of that period 
together with a certificate from the auditors that such accounts have 
been examined and found correct by them. The said statement may 
indicate the nature of provisions or adjustments made or qre yet to 
be made. 

(2) If the company has no subsidiaries, the report shall: 

(а) so far as regards profits and losses, deal with the profits or 
losses of the company (distinguishing items of a non¬ 
recurring nature) for each of the five financial years 
immediately preceding the issue of the prospectus; and 

(б) so far as regards assets and liabilities, deal with the assets 
and liabilities of the company at the last date to which the 
accounts of the company were made up. 

(3) If the company has subsidiaries, the report shall: 

(«) so far as regards profits and losses, deal separately with the 
company’s profits or losses as provided by sub-clause (2) 
and, in addition, deal either: 
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(/■) as a whole with the combined profits or losses of its 
subsidiaries, so far as they concern members of the 
company; or 

(//) individually with the profits or losses of each subsidiary, 
so far as they concern members of the company; 

or instead of dealing separately with the company’s profits or losses, 
deal as a whole with the profits or losses of the company, and, so far 
as they concern members of the company, with the combined profits 
or losses of its subsidiaries; and 

(b) so far as regards assets and liabilities, deal separately with 
the company’s assets and liabilities as provided by sub¬ 
clause (2) and in addition, deal either: 

(0 as a whole with the combined assets and liabilities of its 
subsidiaries, with or without the company’s assets and 
liabilities; or 

(») individually with the assets and liabilities of each 
subsidiary; 

and shall indicate as respects of assets and liabilities of the 
subsidiaries, the allowance to be made for persons other than 
members of the company. 

18.6.2 Clause 25 

Where a business is to be bought directly or indirectly out of the 
proceeds of the issue, accountants, who must be named in the 
prospectus, must report upon: 

(a) the profits or losses of the business for each of the five financial 
years immediately preceding the issue of the prospectus; and 

(b) the assets and liabilities of the business at the last date to which 
the accounts of the business were made up, being a date not more 
than one hundred and twenty days before the date of the issue of 
the prospectus. 

18.63 Clause 26 

If the proceeds, or any part of the proceeds, of the issue of the 
shares or debentures are or is to be applied directly or indirectly in 
any manner resulting in the acquisition by the company of shares in 
any other body corporate, and if by reason of that acquisition or 
anything to be done in consequence thereof or in connection 
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therewith, that body corporate will become a subsidiary of the 
company, the prospectus must contain a report by accountants 
named therein, upon: 

(0 the profits or losses of the other body corporate for each of the 
five financial years immediately preceding the issue of the 
prospectus; and 

(ii) the assets and liabilities of the other body corporate at the last 
date to which its accounts were made up. 

The said report shall; 

{a) indicate how the profits or losses of the other body corporate 
dealt with by the report would, in respect of the shares to be 
acquired, have concerned members of the company and what 
allowance would have fallen to be made, in relation to assets and 
liabilities so dealt with, for holders of other shares, if the company 
had at all material times held the shares to be acquired; and 
{b) where the other body corporate has subsidiaries, deal with the 
profits or losses and the assets and liabilities of the body 
corporate and its subsidiaries in the manner provided by sub¬ 
clause (3) of clause 24 of Schedule II in relation to the company 
and its subsidiaries. 

18.6.4 Clause 32 

Any report required b> Part II of Schedule II shall either: 

(a) indicate by way of note any adjustments as respects the figures of 
any profits or losses or assets and liabilities dealt with by the 
report which appear to the persons making the report necessary; 
or 

(b) make those adjustments and indicate that adjustments have been 
made. 

Schedule III 

Where a statement in lieu of prospectus is filed, it is not necessary 
to include therein a report by the auditors of the company as to the 
profits, etc., of that company. In such a case, where it is proposed to 
acquire a business or it is proposed to acquire shares in a body 
corporate to make it subsidiary of the company, the statement in lieu 
of prospectus must contain a report by accountants on the lines 
similar to tjhose to be included in a prospectus. 

Schedule IV 

Where a statement in lieu of prospectus is to be delivered to the 
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Registrar by a private company on becoming a public company, it is 
not necessary to include therein a report by the auditors of the 
company as to the profits, etc., of that company. In such a case, where 
it is proposed to use any unissued shares or debentures of the 
company for the purchase of a business, or it is proposed to acquire 
shares in a body corporate to make it a subsidiary of the company, the 
statement in lieu of prospectus must contain a report by accountants 
on the lines similar to those to be included in a prospectus. 

18.6.5 Clause 33 

The reports to be made by accountants named in the prospectus 
must be made by accountants qualified under the Act for 
appointment as auditors of a company. Such accountants must not be 
officers or servants or partners or in the employment of officers or 
servants of the company or of the company’s subsidiary or holding 
company or of a subsidiary of the company’s holding company. The 
term “officer” for this purpose includes a proposed director but not 
an auditor. 

18.7 The accountant giving the reports referred to above is an 
expert within the meaning of Section 58, Companies Act, 1956, and 
the prospectus may not be issued until he has given his written 
consent to the issue thereof, and a statement that he has given and has 
not withdrawn his consent must appear in the prospectus. 

18.8 It has been recently held in the American case of Escott, et al. v. 
Bar Chris Construction Corporation, et al. (U.S. District Court, 
Southern District, N.Y. 1968) that a company’s auditors were guilty 
of negligence for having failed to report a material worsening of the 
company’s position which took place after the lime of signing their 
prospectus report, but before the date when the prospectus 
registration actually became effective. Under U.S.A. law, the burden 
of proof in such cases alleging negligence is on the auditors, who must 
show that they had been neither negligent nor fraudulent, by proving 
that they had reasonable grounds to believe, and did believe, that the 
statements were true not only as at the date when they signed the 
statements, but at the time the statements became effective, which in 
the above case was almost three months later. Indian law has no exact 
parallel to these onerous stipulations, but the provisions of Section 58 
mentioned above are designed to ensure that experts reporting in 
prospectuses should consider the validity of the information 
contained in their reports as at the time of the registration of the 
prospectus. 
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18.9 ll cannot be too strongly emphasised that an auditor should 
refrain from giving in his report for inclusion in a prospectus any 
estimate as to future profits, or any opinion as to the prospects of the 
company; his duty is confined to facts as required by statute. 

19 MORTGAGES AND CHARGES 

19.1 A mortgage is a transfer of an interest in property for the 
purposes of securing repayment of a loan with interest at a given rate. 
Until default is made in the terms of the deed, either as regards the 
payment of interest or repayment of principal, or in any other way, 
the mortgagor (i.e. the bortower) retains possession and the use of the 
property, and the mortgagee (the lender) has no right to deal with it. 

19.2 Under Section 125, specified mortgages and charges affecting 
the property of the company, must be registered, within thirty days 
after the date ofereation, with the Registrar of Companies, otherwise 
they will be void against the liquidator and any creditor of the 
company, so far as the security comprised by the charge is concerned. 
If so rendered void, the money secured thereby will immediately 
become repayable. Section 125 applies to the following charges: 

(flf) a charge for the purpose of securing any issue ol debentures; 
(/?) a charge on uncalled share capital of the company; 

(c) a charge on any immovable property, wherever situate, or any 
interest therein; 

(i/) a charge on any book debts of the company; 

(e) a charge, not being a pledge, on any movable property of the 
company; 

(/) a floating charge on the undertaking or any property of the 
company including stock-in-trade; 

(g) a charge on calls made but not paid; 

(fy) a charge on a ship or any share in a ship; 

(i) a charge on goodwill, on a patent or a licence under a patent, on 
a trade mark, or on a copyright or a licence under a copyright. 

19.3 Under Section 143, every company is required to keep at its 
registered office a register of charges and enter therein all charges 
specifically affecting the property of the company and all floating 
charges on the undertaking or on any property of the company. 

19.4 The auditor should vouch the receipt of the loan and examine 
the register of charges in which particulars of the loan must be 
entered. In the Balance Sheet, the loan should be shown separately. 
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on the liabilities side and the nature of the security should be specified 
in each case. 

20 BORROWING POWERS 

20.1 A public company cannot exercise any borrowing powers 
unless the provisions of Section 149 have been complied with. 
However, the simultaneous offer for subscription or allotment of 
shares and debentures or the receipt of any money payable on 
applications for debentures, is not prohibited by Section 149. 

20.2 The Memorandum and Articles of Association should be 
examined to ascertain the borrowing powers of the company. Where 
no such provision is made, a company has no power to borrow unless 
borrowing can be regarded as properly incidental to the carrying on 
the business. A trading company has an implied power to borrow and 
give security, even without any specific powers to do so (General 
Auction Estate Co. v. Smith, 1891 3 Ch. 432) 

20 J Under Section 292, the power to issue debentures and the 
power to borrow moneys otherwise than on debentures must be 
exercised by the directors on behalf of the company and it can do so 
only by means of resolutions passed at meetings of the Board. 
However, the Board, may by a resolution, delegate the power to 
borrow money otherwi.se than on debentures, subject to certain 
conditions. 

20.4 Under Section 293, the Board of Directors of a public company 
or of a private company which is a subsidiary of a public company 
cannot, except with the consent of the company in general meeting, 
borrow moneys after the commencement of this Act, where the 
moneys to be borrowed, together with the moneys already borrowed 
by the company (apart from temporary loans obtained from the 
company’s bankers m the ordinary course of business), will exceed the 
aggregate of the paid-up capital of the company and its free reserves, 
that IS to say, reserves not set apart for any specific purpose. Every 
resolution passed by the company in relation to the exercise of the 
said powers shall specify the total amount upto which moneys may be 
borrowed by the Board of Directors. The expression “temporary 
loans” means loans repayable on demand or within six months from 
the date of the loan such as short term, cash credit arrangements, the 
discounting of bills and the i.ssue of other short term loans of a 
seasonal character, but does not include loans raised for the purpose 
of financing expendituie of a capital nature. 
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20.5 Under Section 293(5), no debt incurred by the company in 
excess of the limit imposed as stated above shall be valid or effectual, 
unless the lender proves that he advanced the loan in good faith and 
without knowledge that the limit imposed by that clause had been 
exceeded. 

21 DEBENTURES 

21.1 A debenture is a written acknowledgement, usually under seal, 
of a debt due by a company, containing provisions as to payment of 
interest and repayment of principal. It may be either a simple or 
naked debenture, carrying no charge, or a debenture carrying either a 
fixed or floating charge on some or all of the assets of the company, 
either including or not, as the case may be, the uncalled capital of the 
company. “Debenture” includes debenture stock, bonds and any 
other securities of a company, whether constituting a charge on the 
assets of the company or not. 

The requirements of Sections 125 and 143 have been explained in 
paras 19.2 and 19.3 above. 

21.2 Debentures either take the form of bonds to bearer, or they 
may be registered in the names of the holders, transmission being by 
transfer. Under Section 152. every company is required to keep a 
register of debenture holders and enter therein the prescribed 
particulars and where debenture holders exceed 50 it is required to 
keep an index of debenture holders, unless the register is so 
maintained as to constitute an index. 

21.3 Debenture stock may also be issued, the distinction between 
debentures and debenture stock being similar to that between .shares 
and stock. Usually, debenture bonds cannot be divided and must be 
transferred entire; but debenture stock can be transferred in whole or 
in part, subject to any fractional limitations imposed at the time of 
issue. 

21.4 On the issue of a series of debentures by a company, it is usual 
for two or more persons or a trustee corporation to be appointed as 
trustees for the debenture holders for the purpose of acting generally 
on their behalf. 

21.5 Issues of Debentures 

21.5.1 Where a series of debentures is issued, the procedure is 
similar to that in the case of an issue of shares, and the work to be 
performed by the auditor in vouching the issue will be of the same 
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character. 

21.5.2. When debentures are issued for cash, the receipt of the cash 
must be vouched. Frequently debentures are issued to vendors of the 
business as fully paid in part payment of the purchase consideration, 
and in such cases the auditor must examine the contracts under which 
the issue is made. 

21.5.3 The auditor should examine a copy of the debentures, or the 
trust deed under which they are issued, in order to ascertain the terms 
and conditions of issue. 

21.5.4 The auditor should ascertain that the debentures have been 
duly registered with the Registrar of Companies, and should 
examine the entries relating thereto in the Register of Charges and the 
Register of Debenture Holders. 

21.5.5 Debentures may be issued at par, at a discount, or at a 
premium; and may be repayable at par or at a premium. Special 
points arise in each case, which require consideration. 

21.5.6 Debentures issued at a Premium 

Although the Companies Act, 1956, does not prescribe the manner 
in which premiums received on an issue of debentures should be dealt 
with. It is considered that they should be regarded as capital profits 
and classified in the Balance Sheet as a capital reserve. Alternatively, 
they may be utilised to form the nucleus of a Debenture Redemption 
Fund, or, if not employed in this manner, they may be used to write 
off fictitious assets. It is usual to charge the expenses of issuing the 
debentures against the premium received. 

in the Balance Sheet the debentures will appear as a liability at their 
nominal value. 

21.5.7 DebefUures issued at a Discount 

Debentures can be issued at a discount subject to the provisions of 
Section 76(2). The discount can be regarded as a lump sum allowance 
to the lenders when taking up the debentures, in consideration of 
their accepting a lower rate of interest than would have been payable 
had the debentures been issued at par. The financial position of the 
company and the state of the money market at the dale of issue are 
important factors in determining the price of issue. 

21.5.8 The debentures will appear in the Balance Sheet as a liability 
at their nominal value, and the discount will be written off over a 
period of years, the balance remaining at any date being carried 
forward as a separate item in the Balance Sheet. Any sums paid by 
way of commission in respect of the issued debentures, or allowed by 
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way of discount, must be stated in the Annual Return. 

21.5.9 As this discount is not represented by any value it is advisable 
that it should be written off as soon as possible. It cannot be said, 
however, to be incorrect to write off the discount over the full term of 
the debentures; and in that case, when no sinking fund is formed for 
the purpose of rapaying the debentures, and the debentures are 
repayable at the end of a given period, an equal amount to the 
discount should be written off each year. If the debentures arc 
repayable by annual drawings, without the provision of a sinking 
fund, the discount should be written off in relative proportion to the 
amount of debentures outstanding each year, in order that the 
periods enjoying the use of the greater portion of the debentures may 
be charged with the greater portion of the discount. 

21.5.10 Where the redemption of the debentures is provided for by 
annual charges against Profit and Loss Account, such charges will 
include provision for the discount, and, consequently, the discount 
can be written off against the credit balance of the Redemption 
Account when the debentures have been redeemed. 

21.5.11 Debentures repayable at a Premium 

These debentures will appear in the Balance Sheet as a liability at 
their nominal amount, with a note of the amount at which they are 
repayable, any discount or premium on issue being treated in one of 
the ways described above. 

21.5.12 If a sinking fund is formed to provide for repayment, this 
should include provision for the payment of the premium on 
redemption. If no sinking fund is formed, the premium should be 
provided from the share premium account or out of profits over the 
term of the debentures. 

21.5.13 Debentures issued as Collateral Security for a Loan 

It is a common practice for companies to issue debentures as 
collateral security against a loan or overdraft from a bank or other 
parties. Section 121(4) expressly refers to this procedure, and 
provides that such debentures shall not be deemed to have been 
redeemed by reason only of the account of the company having 
ceased to be in debit whilst the debentures remained so deposited. 

21.5.14 The term collateral security means a security which can be 
realised by the party holding it, in the event of the original loan in 
respect of which the security was given not being repaid at the proper 
time, or in any other specific cases, according to the agreement 
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between the parties. As soon as the loan is repaid, the collateral 
security is automatically released. 

When debentures are issued in this manner a note to this effect 
should be shown on the Balance Sheet. The loan against which they 
are issued will appear as a liability in the usual way. 

21.6 Redemption of Debentures 

21.6.1 Debentures may be redeemable according to the terms of 
issue at specified dates, by annual or other drawings, or at the option 
of the company, after due notice has been given of intention to repay. 
21.6 Jt The auditor should examine the provisions of the trust deed, 
or the debenture bonds, relating to the redemption, and ascertain that 
they are duly complied with. 

21.63 Where the debentures are redeemable at the end of a given 
period, it is usual to find provision made in the trust deed for a sinking 
fund to be raised out of profits for this purpose. 

The operation of such a fund entails a charge against Profit and 
Loss Account each year of an amount which, if invested at compound 
interest, will produce the required sum at the end of a given period. 
The investments so made are .usually held in the names of the trustees 
for the debenture holders. When redemption takes place, the 
investments will be sold and the debenture holders paid off. The 
amounts standing to the credit of the redemption or sinking fund will 
then represent accumulated profit, but in place of being invested in 
^ecific assets, will be represented by the general assets of the business 
which had previously been subject to the charge of the debentures. 
The amount of such fund should therefore be transferred to reserve. It 
cannot, as a rule, be used for the payment of dividends, since it may 
not be represented by available cash; but there would be no legal 
objection to its being utilised in this way if the liquid funds were 
available, since it has been built up out of revenue. 

21.6.4 Where debentures have been redeemed by purchase in the 
open market at a discount, but the full nominal amount has been 
provided for by the operation of a sinking fund, the profit on the 
redemption can be taken to the Profit and Loss Account, as it 
represents an amount previously provided in excess of that actually 
required for redemption. It is, however, preferable to place the 
amount to a reserve. 

21.63 Where no sinking fund’ has been provided, any profit on 
redemption should be taken to reserve and not credited to the Profit 
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and Loss Account. 

21.6.6 In vouching the redemption of debentures, the auditor 
should examine the cancelled debenture bonds or stock certificates, 
and inspect the directors’ minute authorising the redemption. 

21.6.7 Instead of investing the redemption fund in securities, it is a 
common practice to effect an endowment policy with an insurance 
company, under which annual premiums are paid, the insurer 
undertaking to provide the capital sum required, at the end of a given 
period. Such policies will be assigned to the trustees for the 
debenture holdeEs, if any, but the premiums will be paid by the 
company, the annlual amount thereof being debited to the Profit and 
Loss Account and credited to the Redemption Account, while the 
premiums paid will be debited to the Policy Account. The only 
distinction between this method and that of making specific 
investments is that accruing interest will not be received in cash or 
require to be invested. Unless, however, some account is taken of 
accruing interest, the book value of the policy will ultimately be less 
than its surrender value. If it is desired to maintain the policy in the 
books at Its surrender value, the necessary adjustments will be made 
through the Redemption Account. 

21.6.8 Where debentures are redeemable byannual drawings on the 
principle of a sinking fund, although it is necessary to debit Profit and 
Loss Account and credit the Redemption Account with the amount 
required for the annual drawing, it will not be necessary to invest such 
amount, as the money represented thereby is immediately paid out in 
discharge of the drawn debentures. The amount standing to the credit 
of the Redemption Account will, as soon as the debentures have been 
drawn and paid off, be transferred to reserve. 

21.6.9 Debentures may also be irredeemable or perpetual, and 
specific provision is made for the legality of such debentures by 
Section 120. 

21.6.10 Power is granted to re-issue redeemed debentures in certain 
cases by Section 121. Under this section, where either before or after 
the commencement of the Act, a company has redeemed any 
debentures previously issued, then, unless any provision to the 
contrary is contained in the Articles, or in any contract entered into by 
the company, or the company has passed a resolution, or by some 
other act indicates its intention that the debentures shall be cancelled, 
the company shall have, and shall be deemed always to have had 
power to re-issue the debentures, either by re-issuing the same 
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debentures, or by issuing other debentures in their place. 

21.6.11 Where a company has power to re-issue debentures which 
have been redeemed, particulars with respect to the debentures which 
can be so re-issued must be included in every Balance Sheet of the 
company issued subsequent to the redemption and up to the date of 
re-issue. 

21.6.12 There is no prohibition against a company purchasing its 
own debentures, and where any of the company’s debentures are held 
by a nominee or a trustee for the company, the nominal amount of the 
debentures and the amount at which they are stated in the books of 
the company should be shown in the Balance Sheet. 

22 PRELIMINARY AND FORMATION EXPENSES 

22.1 This is the term given to the expenses incidental to the creation 
and flotation of a company. The following items are usually included 
under this heading: 

(1) Stamp duties and fees on the nominal capital and stamps on the 
contracts transferring the assets or vendor's agreement. 

(2) The legal costs of preparing the Prospectus, Memorandum and 
Articles of Association and contracts, and of the registration of 
the company. 

(3) Accountants' and valuers’ fees for reports, certificates, etc. 

(4) Cost of printing the Memorandum and Articles of Association, 
and printing, advertising, and issuing Prospectuses. 

(5) Cost of preparing and printing share applications, letters of 
allotment, share certiflcates etc. 

(6) Cost of preparing, printing and stamping debentures and 
debenture trust deed (if any). 

(7) Cost of the company’s seal and statutory books. 

22.2 These preliminary and formation expenses are sometimes 
borne entirely by the company, and sometimes by the promoters or 
the vendors of the business, or apportioned between these parties. 
Care must be taken to see that the company is charged only with 
expenses appropriately payable by it, and the auditor must examine 
the contracts relating to these expenses, and vouch the payments 
made. This expenditure is of a capital nature, but as it is not 
represented by available assets, it is advisable that it should be written 
off as soon as possible out of revenue. The preliminary expenses are 
required to be disclosed in the prospectus, statutory report and 
balance sheet. 
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22.3 Where premium is received on shares issued, it is common to 
find the preliminary expenses charged against such premium, and 
power to do so is given by Section 78. 

22.4 Expenditure in connection with preliminary expenses, so far as 
it has not been written off to date, must be shown as a separate item in 
the Balance Sheet under the head “Miscellaneous Expenditure” and 
similarly any expenses incurred in connection with the issue of share 
capital or debentures must also be shown separately. 

223 Underwriting commission and brokerage on shares or deben¬ 
tures must not be included under the general heading “Preliminary 
Expenses,” but must be likewise shown separately in the Balance 
Sheet, until written off. 

23 UNDERWRITING COMMISSION 

23.1 Underwriting commission is the amount payable to persons 
who undertake to subscribe for a certain number of shares, in the 
event of the public not taking up the whole of the shares for which 
they are invited to apply. An underwriting contract is therefore in the 
nature of a speculation. If the public subscribe for the total of the 
shares available, the underwriters receive their commission, and do 
not have to take up any shares. If the public do not subscribe for the 
issue in full, the underwriters have to take up the shares not 
subscribed for, in proportion to their contracts. 

23.2 It is usual for the underwriters to make formal application for 
the shares they underwrite, on the understanding that allotments to 
them will be made only to the extent to which the public do not apply. 

23.3 Commission on placing shares is an amount payable to 
parties who introduce to the company persons who are willing to 
become members, and to take up shares accordingly. This com¬ 
mission therefore differs from underwriting commission, in that 
it does not arise from a speculative transaction, and is oniy paid in the 
event of capital being introduced 

23.4 Under Section 76, a company may pay commission to any 
person in consideration of- 

(/) subscribing or agreeing to subscribe, or 
(/■/) procuring or agreeing to procure subscriptions: 
whether absolutely or conditionally, for any shares in or debentures 
of the company, if the following conditions are fulfilled, viz.: 

(а) the payment of the commission is authorised by the Articles; 

(б) commission does not exceed: 
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(i) in the case of shares, five per cent of the price at which the 
shares are issued or the amount or rate authorised by the 
Articles whichever is less, and 

(//) in the case of debentures two and a half per cent of the price 
at which the debentures are issued, or the amount or rate 
authorised by the Articles, whichever is less. 

(c) The amount or rate per cent of the commission is disclosed: 

(i) in the prospectus in case of offei to the public for 
subscription; or 

(I'O in the statement in lieu of prospectus or in a statement in 
the prescribed form filed with the Registrar; and 
(Hi) in a circular or notice not being a prospectus. 

(d) The number of shares or debentures which persons have agreed 
to subscribe is disclosed in the manner aforesaid, and 

(e) A copy of the contract for the payment of the commission is 
delivered to the Registrar for registration at the time of delivery 
of the prospectus or the statement in lieu of prospectus. 

23.5 Under Section 76(4A) no commission can be paid to any 
person for subscribing or agreeing to subscribe to any shares or 
debentures of the company, which are not offered to the public for 
subscription, subject to the exception specified in the proviso. 

23.6 Section 76 does not affect the powers of the company to pay 
such brokerage as it has heretofore been lawful for a company to pay. 

This commission is usually payable in cash, but sometimes it is 
satisfied by the issue of fully paid shares, or partly in cash and partly 
in shares. 

23.7 In some companies, in place nf paying commission, an option 
is given to the underwriters to subscribe within a specified period 
for a certain portion of the company’s unissued shares at par or 
at a fixed premium, and where such sharesare likely to go to a high pre¬ 
mium, this option may be of considerable value. It was held by the 
House of Lords (Milder v. Dexter, 1902, A.C. 474) that such an 
arrangement is not an application of shares in payment of 
commission within the meaning of Section 53 of the English 
Companies Act, 1948. Where such an option has been given, the 
auditor must see that a note thereof appears on the aticounta or in a 
statement or report annexed thereto giving particulars of the period 
during which the option is exercisable, and the price to be paid for the 
shares subscribed under it (Schedule VI, Part I). 
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23.8 In order to vouch the payment of underwriting commission, 
the auditorshould examine the Articles of Association, to ensure that 
power is given to make payments of this nature, and should ascertain 
that the provisions of Section 76 have been duly complied with. The 
underwriting contract and the application letters signed by the 
underwriters should be seen. The amount or rate per cent paid must 
not exceed that authorized, and where payment has been made in 
shares, it should be seen that the proper contracts have been filed. 

23.9 Should the auditor find that the underwriter’s calls or 
payments on allotment are in arrear, he should mention this fact in 
his report to the members. 

23.10 The vouching of commission on placing shares is somewhat 
more difficult, as it is not easy for the auditor to satisfy himself that 
commission paid to any person is in respect of applications actually 
introduced by such person. No commission should be paid unless the 
application form on which the shares have been allotted was initialled 
by the party claiming the commission before being sent into the 
company, and the auditor should examine the application forms in 
respect of which such commission is payable, to ascertain whether 
this has been done. All commission of this nature should be 
referred to in the minutes and a resolution passed by the directors for 
the payment thereof. 

23.11 Brokerage on placing shares is an amount payable to brokers 
and other agents whose clients have subscribed for shares in the 
company, on application forms stamped with the agent’s stamp. 

Such a brokerage, not exceeding two and a half per cent has been 
held to be intra vires the company {Metropolitan Coal Consumers 
Association v. Scrimgeour 1895, 2 Q.B. 604), and the payment 
thereof is not subject to the restrictions imposed by Section 76. In 
order to vouch items of this nature, the auditor should examine the 
application letters, ensuring that these are stamped by the agents 
concerned. 

23.12 The total of any sums paid or allowed by way of commission in 
respect of any shares, or so much thereof as has not been written off, 
or adjusted, must be stated separately in every Balance Sheet under 
the head “Miscellaneous Expenditure.” 

23.13 The Annual Return must disclose the total amount of the 
sums (if any) paid by way of commission in respect of any shares or 
debentures upto that date. 

23.14 There is nothing in the Act to prevent the payment of such 
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commissions out of revenue. The underwriting commission can be 
charged against Premium on Shares as the power to do so is given by 
Section 78. 

24 THE STATUTORY AUDIT 

24.1 This is a term commonly applied to the audit required to be 
performed by the auditor, prior to the statutory meeting of the 
company. Under Section 165, every public company must hold a 
general meeting not less than one month, nor more than six months, 
after the date on which the company is entitled to commence 
business, and such meeting is called the statutory meeting. 

24.2 At least twenty-one days (unless a shorter period is agreed to 
by all the members, entitled to attend and vote) before the date on 
which this meeting is to be held, the directors must forward a report, 
called statutory report, to every member of the company. This report 
must be certified as correct by not less than two directors of the 
company (one of whom shall be a managing director, where there is 
one). 

24.3 The statutory report must state*— 

{a) The total number of shares allotted, distinguishing shares 
allotted as fully or partly paid up otherwise than in cash, and 
stating in the case of shares partly paid up, the extent to which 
they are so paid up, and in either case, the consideration for 
which they have been allotted; 

(b) The total amount ol cash received by the company in respect of 
all the shares allotted, distinguished as aforesaid; 

(c) An abstract of the receipts of the company and of the payments 
made thereout, up to a date w'ithin seven days of the date of the 
report, exhibiting under distinctive headings: 

(i) the receipts of the company from shares and debentures 
and other sources, 

(//) the payments made thereout, and particulars concerning 
the balance remaining in hand, and 
ini) an account or estimate of the preliminary expenses of the 
company, showing separately any commission or discount 


♦The relerences to 'Managing Agents’and ‘Secretaries and Treasurers'are deleted as 
these arc redundant on abolition of the system ot managing agency and secretaries and 
treasurers from 3-4-1970. However, such references are retained in Form No. 22 
reproduced hereafter 



THE AUDIT OF A LIMITED COMPANY-I 


313 


paid or to be paid on the issue or sale of shares or 
debentures; 

(d) The names, addresses and occupations of the directors of the 
company and of its auditors; and also, if these be any, of its 
manager, and secretary; and the changes, if any, which have 
occurred in such names, addresses and occupations since the date 
of the incorporation of the company; 

(e) The particulars of any contract which, or the modification or the 
proposed modification of which, is to be submitted to the 
meeting for its approval, together in the latter case with the 
particulars of the modification or proposed modification; 

(/) The extent, if any, to which each underwriting contract, if any, 
has not been carried out, and the reasons therefor; 

(g) The arrears, if any, due on calls from every director; and from the 
manager; and 

(h) The particulars of any commission or brokerage paid or to be 
paid in connection with the issue or sale of shares or debentures 
to any director; or to the manager. 

24.4 So much of the report as relates to the shares allotted by the 
company, the cash received in respect of such shares and the receipts 
and payments of the company must be certified as correct by the 
auditors of the company. The auditor must ceilify all the receipts and 
payments of the company and not merely receipts and payments on 
capital account. 

24.5 The form of statutory report prescribed under Form No. 22 of 
the Companies (Central Government’s) General Rules & Forms, 1956, 
is given below: 


FORM NO 22 

No of Company . 

Nominal Capital Rs . 


THE COMPANIES ACl. 1^56 
Statutory Report 
Pursuani to Sec lion 165 


Name of Company. 

Statutory Report of the. 

certified and filed pursuant to Section 16S(S). 


Limited, 
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Date of Notice of holding statutory meeting 

Date of the meeting . 

Place where the meeting is to be held. 

Presented by . 


The Board of Directors submits this statutory report to the members in pursuance of 
Section 165. 

1. Shares allotted and cash received up to. (a) 


No. of shares 


Nominal value Cash received 

of each share up to 


{a) Allotted subject to payment 
thereof in cash. 

(/) Equity. 

(ii) Redeemable Preference Shares. 
(Hi) Preference Shares other than 
Redeemable Preference Shares. 
(h) Allotted as fully paid up 

otherwise than in cash and the 
consideration for which they have 
been allotted. 

(i) Equity. 

(ii) Redeemable Preference Shares. 
Preference Shares other than 
Redeemable Preference Shares 

(r) Allotted as partly paid up to the 

extent of Rs.per share, and the 

consideration for which they have 
been so allotted. 

(i) Equity. 

(li) Redeemable Preference Shares. 
(hi) Preference Shares other than 
Redeemable Preference Shares 


fflj I he date should be a date within 7 days of the Report. 
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2. Abstract of receipts and payments up to. . (a)-. 


Receipts 

Rs. 

Payments 

Shares 


Preliminary expenses 

Equity 


Commission on issue or 

Redeemable Preference Shares 


sale ol shaics .... 

Preference Shares other than 


Discount on issue or sale of 

Redeemable Preference Shares 


shares. 

Advance payment for shares 


Capital expenditure. 

Debentures 


Land. 

Loans 


Building. 

Deposits 


Plant. 

Other Sources 


Machinery. 

(to be specified) 


Other Items to he specified 

Balances 

In hand 

Ai Banks . 

Al Post Olfice. 

Savings Banks .... 

Total 


Total 


3. Preliminary expenses as estimated in the Piospcctus* or Statement in lieu of 
Prospectus ... 


Preliminary ex- 

Preliminary ex- 

penses actually 

penses estimated 

incurred up to 

to be incurred after 

aforesaid date. 

the aforesaid date. 

Rs. 

Rs. 


Law Charges 

Other charges in connection viith the 
preparation of the Memorandum and 
Articles of Association 
Printing expenses 
Registration charges 
Advertisement charges 
Commission on issue or sale of shares 


(a)'The date should be a date within 7 days of the Report. 
* Strike out the portion which does not apply. 

















316 


PRACTICAL AUDITING 


Discount on issue or sale of shares 

(Other initial expenses. To be specified as far as possible) 


Total Rs. 


4. Names, addresses and occupations of the Company’s Directors, Auditors, 
Managing Agents/Secretaries and Treasurers Manager and Secretary. 

Name(s) Address(es) 

Occupation(s) Particulars of 
change(s), if 
any, entries in 
columns (1), (2) 
and (3) since 
the date of 
incorporation 

Date of the 
change 

1 2 

3 4 

5 

A. Directors 


B. Auditors 

C. Managing Agent I Secretaries and Treasurers 

D. Manager 

E. Secretary 

These particulars must include dates of changes. 

5. Particulars of any contract which is to be submitted to the statutory meeting for 
approval. 

(If any modification or proposed modification of a contract is to be submitted for 
such approval, brief particulars of contract and particulars of modification or 
proposed modification should be given.) 

6. Underwriting contracts. 

Bnef description of each contract. 

If contract not carried out fully, the extent to which it has not been carried out and 
reasons therefor. 

7. The arrears, ifany. due on calls from Directors, Managing Agent. Secretaries and 
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Treasurers and Manager. 

NAMES 

Directors: Amount due 


NAMES Amount due 

Managing Agent j Secretaries and Treasurers. 

Where Managing Agent is an individual, name of Managing Agent. 

• Partners of Managing Agent. 


* Firms in which Managing Agent is a partner. 


* Partners in firm acting as Managing /igentj Secretaries and Treasurers. 


**IXrectors of Managing Agent! Secretaries and Treasurers. 

Manager. 

g. Pirticulars of any commission or brokerage paid or to be paid in connection with 
the issue or sale of shares to any director, managing agent or manager or if the 
managing agent is a firm, to any partner thereof, or if the managing agent is private 
company to any director thereof. 

Name Commission or Brokerage paid or to be paid 


Directors: 


On shares 


On debentures 
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Managing Agent 

Where Managing Agent is an individual, name of managing agent. 
* Partners of Managing Agent. 


t Firms in which Managing Agent is a partner. 


• Partners in firm acting as Managing Agent/Secretaries and Trea.surers. 


** [^rectors of Managing Agent/ Secretaries and Treasurers. 


Dated this day of 19 


• Where Mlanaging Agent is a firm, 
t Where Managing Agent is an individual. 

** Where Managing Agent or Secretaries and 1 reasurers is a private company. 
Manager. 


Dated this day of 19 

We hereby certify that the above report is correct. 

Signatures of two or more Directors (a) 

We hereby certify as correct so much of the report as relates to the shares allotted by 
the company and to the cash received in respect of such shares and to the receipts and 
payments. 

Auditors. 


(a) 


Where there is a Managing Director, he shall be one of the signatories. 


24.6 The work to be performed by the auditor m "J* 

the shares allotted and cash received in respect thereof, willfollow the 






THE AUDIT OF A LIMITED COMPANY -I 


319 


lines laid down for the audit of the issue of share capital in para 9 of 
this Chapter. 

24.7 The auditor must vouch all the receipts and payments and 
examine the contracts with the vendors; the work necessary in 
connection with the vouching of payments for the preliminary and 
formation expenses and commission on the issue of shares has 
already been discussed. The auditor must carry out a complete audit 
of the issue of share capital. 

24.8 A private company is not required to hold a statutory meeting 
or prepare a statutory report. If a company is initially formed as a 
private company and subsequently converted into a public company, 
it will not be required to hold a statutory meeting or issue a statutory 
report. 
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1 THE BOOKS OF ACCOUNT AND STATUTORY 
REGISTERS, ETC. 

1.1 As indicated in para 12.1 of Chapter 12, it is the duty of the 
auditor to make a report on the accounts examined by him, and on 
every Balance Sheet and Profit and Loss Account and on every othei 
documents required by the Act to be part of or annexed to the Balance 
Sheet or Profit and Loss Account, laid before the company in general 
meeting during his tenure of office. The auditor of the company has 
to certify, inter alia: (/) whether proper books of account as required 
by law have been kept by the company, and («) whether company’s 
Balance Sheet and Profit and Loss Account are in agreement with the 
books of account. 

1.2 Books of Account 

The said books must be kept at the registered office of the company 
or at such other place in India as the Board of Directors may decide 
and in that case the company must within seven days of the decision, 
file with the Registrar a notice in writing giving the full address of that 
other plaee. 

1.2.1 The books of account required to be maintained are discussed 
in para 5.2 of Chapter 4. 

1.2.2 Such notice should be given in Form No. 23A of the 
Companies (Central Government’s) General Rules and Forms, 1956, 
which is as under: 
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FORM NO. 23A 


Registration No, of Company 
Nominal Capital Rs . 


THE COMPANIES ACT, 1956 

Notice of address at which hooks of account are maintained 
Pursuant to proviso under Section 209 (1) 

Name of Company.Limited/Private Limited 

Presented by. 


Limited/Private Limited 

hereby gives you notice pursuant to the proviso to sub-section (1) of Section 209 of the 
Companies Act 1956, that the Board of Directors of the company have decided vide 

resolution dated the ... . day of.19. to keep the books of account of the 

company at the following Address. 

(Give full address) 

Signature. 

Designation* 

Dated the.day of. 19. 


*State whether director, managing/whole-time director, managing agent, secretaries 
and treasurers, manager or secretary 


1.2.3 Where a company has a branch office either in India or 
outside, the company is deemed to have complied with the above 
mentioned provisions if proper books of account relating to the 
transactions effected at the branch office are kept at that office and 
proper summarised returns, made up to dates at intervals ot not more 
than three months, are sent by the branch office to the company at its 
registered office or the other place where the books of account of the 
company are kept. 

1.2.4 Under Section 2(9), “branch office” in relation to a company 
means— 

(a) any establishment described as a branch by the company; or 

(b) any establishment carrying on either the same or substantially 
the same activity as that carried on by the head office of the 
company; or 

(c) any establishment engaged in any production, pioccssing or 
manufacture, but does not include any establishment specified in 
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any order made by the Central Government under Section 8 in 
exercise of its power to declare an establishment not to be a 
branch office. 


1.2.5 U nder Section 209(4A), every company must preserve in good 
order the books of account together with the vouchers relevant to any 
entry in such books of account relating to a period of not less than 
eight years immediately preceding the current year. In case of .a 
company, incorporated less than eight years before the current year, 
the books of account and relevant vouchers for the entire period 
preceding the current year must be so preserved. 

1.2.6 It will be remembered that under Section 227 the specific duty 
is imposed upon the auditor to report to the members “whether, in his 
opinion, proper books of account as required by law have been kept 
by the company so far as appears from his examination of those 
books, and proper returns adequate for the purposes of his audit have 
been received from branches not visited by him.” 

1.2.7 Section 600 (3) (a) provides that: 

The provisions of Section 209 shall apply to a foreign company to the extent of 
requiring it to keep at its principal place of business in India the books of account 
referred to in that section, with respect to moneys received and expended, sales and 
purchases made, and assets and liabilities, in the course uj or in relation to its business 
in India. 

1.2.8 The Companies (Preservation and Disposal of Records) 
Rules, 1966 prescribe the period after which certain specified 
documents or records may be destroyed. 

It is emphasised that this duty must be discharged irrespective of 
the size of the company—there is no distinction for this purpose 
between a large public company and a small private company. 


1.3 Statutory Registers 


13.1 In addition to the books of account, cost records under 
Section 209(1 )(d) and minute books, a company is required, under 
the provisions of the Act, to maintain the following registers. 

Sections 


1. Register of investments of 

a company which are not held by 
it in its own name 

2. Register of charges 

3. Register and index of 
members 


49 

143 

150, 151 & 163 
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4. 

Register and index o^ debenture 



holders 

152 & 163 

5. 

Foreign register and duplicate 
of foreign register of members 



and debenture holders 

157 & 158 

6. 

Register of contracts, companies 
and firms in which directors are 



directly or indirectly interested 

301 

7. 

Register of directors, managing 



director, manager and secretary 

303 

8. 

Register of shareholdings of 



directors and managers 

307 

9. 

Register of loans made, guarantees 
given or securities provided to 



companies under the same management 

370 

10. 

Register of investments in shares 



and debentures of other companies 

372 

II. 

Register ol renewed and duplicate 
certificates, under the Companies (Issue 
of Share Certificate) Rules, I960 



1.3.2 The register and index of members as well as of debenture 

holders are required to be kept usually at the registered office of the 
company in the manner provided in Section 163. Section 164 
provides that the register of members, the register of debenture 
holders, and the annual returns, certificates and statements referred 
to m Sections 159, 160 and 161 shall prirtia fade of any 

matters directed or authorised to be inserted therein by the Act. 

1.3.3 The auditor of a company is entitled to have access to-and 
inspect any of the above registers and he should do so to the extent 
necessary for the purposes of audit. 

2 PROVISIONS RELATING TO ANNUAL ACCOUNTS 

2.1 Annual General Meeting 

2.1.1 Under Section 166, every company is required to hold in each 
year a general meeting as its annual general meeting and the notice 
calling such meeting should specify the meeting as such. Such 
meeting should be held in addition to any other meeting the company 
may have to hold. The time interv'al between two annual general 
meetings must not be more than fifteen months. A company may 
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hold its first annual general meeting within a period of not more than 
eighteen months from the date of its incorporation and if such general 
meeting is held within that time it is not necessary for the company to 
hold any annual general meeting in the year of its incorporation or in 
the following year. The Registrar may for any special reason, extend 
the time within which annual general meeting may be held, by a 
period not exceeding three months except in case of the first annual 
general meeting. 

2.1.2 Annual general meeting must be called for a lime during 
business hours, not on a public holiday, and should be held either at 
the registered office of the company or at some other place within the 
city, town or village in which the registered office of the company is 
situated, subject to the exemptions which may be granted by the 
Central Government. Provision is made to enable the company to fix 
the time for its annual general meetings by its Articles or by a 
resolution passed at the annual general meeting in the manner 
provided. 

2.1.3 Section 167 gives power to the Central Government to call an 
annual general meeting in the event of default by the company. 

2.1.4 Under Section 173, all business to be transacted at the annual 
general meeting shall be deemed special, other than; 

(0 the consideration of the accounts, Balance Sheet and the reports 
of the Board of Directors and auditors; 

(i7) the declaration of a dividend; 

(///) the appointment of directors in the place of those retiring; and 
(iv) the appointment of and the fixing of the remuneration of the 
auditors. 

In case of any other meeting, all business shall be deemed special. 

2.1.5 In case where any item of business to be transacted at the 
meeting is deemed to be special as aforesaid, there should be annexed 
to the notice of the meeting an explanatory statement setting out all 
material facts concerning each such item of business, including in 
particular the nature of the concern or interest therein, of every 
director and the manager, as the case may be. If such item relates to, 
or affects, any other company, the extent of the shareholding in that 
other company of the aforesaid persons should be set out in the said 
statement if the extent of such shareholding interest is not less than 
twenty per cent of the paid-up share capital of that other company. 
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2.2 Annual Accounts 

2.2.1 Under Section 210, the Board of Directors of a company is 
required to lay before every annual general meeting of the company: 

(a) a balance sheet as at the end of the period specified in sub-section 
(3); and 

(b) a profit and loss account for that period. 

2.2.2 The period to which the account aforesaid relates is referred to 
in the Act as a “financial year”, which may be less or more than a 
calendar year but it should not exceed fifteen months. However, the 
Registrar may, by special permission, extend such period to eighteen 
months. 

2.2.3 Under Section 210(3), in the case of the first annual general 
meeting of the company the profit and loss account should relate, to 
the period beginning with the incorporation of the company and 
ending with a day which shall not precede the day of the meeting by 
more than nine months. In the case ofany subsequent annual general 
meeting the profit and loss account should relate to the period 
beginning with the day immediately after the period for which the 
account was last submitted and ending with a day which shall not 
precede the day of the meeting by more than six months or in case, 
where extension has been granted for holding the annual general 
meeting, it shall not precede the day of the meeting by more than six 
months and the extension so granted. 

2.2.4 In the case of a non-trading company the above provisions 
will apply as ifall references to “profit and loss account”, “profit”and 
“loss” are construed as references respectively to “income and 
expenditure account”, “the excess of income over expendituie”, and 
“the excess of expenditure over income” 

2.2.5 For non-compliance with the above provisions a director of 
the company and any other person having been charged by the Board 
ofDirectorswith the duty of seeing that this section is complied with, 
are punishable with imprisonment upto six months or a fine upto 
rupees one thousand or both having regard to the circumstances 
mentioned in the section. 

3 CONCEPT OF “TRUE AND FAIR” 

3.1 Under the Indian Companies Act, 1913, the annual accounts 
were required to disclose “a true and correct” view of the state of 
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affairs of a company; whereas the Companies Act, 1956, requires that 
the annual accounts should disclose “a true and/fliV'view of the state 
of affairs of the company. The change from “correct” to“fair” is very 
significant from the point of view of an auditor 

3.2 The word ""’correct" denotes that the annual accounts are in 
accordance with the books of accounts and the emphasis is on mere 
reproduction. Whereas, the word denotes a representation as 
to the slate of affairs of the company. Thus the emphasis is shifted 
from arithmetical accuracy and a mere correspondence of the annual 
accounts with the books, to the presentation of the accounts in such a 
manner as to convey a fair view, so far as the balance sheet is 
concerned, of the .state of affairs of the company as at the date 
thereof; and so far as the profit and loss account is concerned, of I he 
profit or loss for the financial yeai. 

3.3 The auditor must see that the accounts present a financial 
picture which is fair to the shareholders. To achieve this object, the 
auditor should not merely rely on the books of accounts but he should 
go behind the transactions recorded in the books so as to ensure that 
the true effect ol all the transactions is reflected in the financial 
statements. 

3.4 The concept of “true and fair” implies an absence of window 
dressing, i.e., an attempt to show the position of the concern better 
than it is, either by inflating the value of assets or by suppressing the 
liabilities. It also denotes an absence of secret reserves, i.e., an attempt 
to show the position of the concern as worse than what it is, either by 
showing the assets at a value much less than their true value or by 
inflating the liabilities of the company. 

3 J From the positive point of view, the concept of “true and fair” 
implies that the balance sheet and the profit and loss account should 
be drawn up in conformity with accepted accounting standards and 
principles, consistently applied from year to year. This would mean a 
proper distinction between Fixed and Current Assets; capital 
expenditure and revenue expenditure; capital profit and revenue 
profit; and a correct application of accounting principles of valuation 
of current assets and proper principles of depreciation in regard to 
fixed assets. It implies the inclusion of all expenses and income relating 
to the year for which the profit and loss account is prepared. The 
auditor of the company must therefore take care to see that the 
“assets”, “liabilities”, “revenue” and “expenses” are so ascertained as 
to reflect the true state of affairs of the company. 
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3.6 The annual accounts should disclose all material facts and all 
qualifications thereto which, if not disclosed, will prevent the 
disclosure of a true and fair view. The auditor must take care to see 
that the accounts are true and fair not only in the sense of what they 
disclose but also in the sense of what they conceal or omit. It is 
possible that every word and every figure may be correctly stated but 
the accounts as a whole may not be true and fair not because of what 
they state but because of what they do NOT state or because of what 
they imply. To ensure this, the auditor must comply with the 
requirements as to disclosure contained in Schedule VI and must also 
see that in respect of matters not specifically referred to, the best 
current accounting practice is adopted. The standard of presentation 
of information must be the one set by the current business practice of 
honest men in relation to company’s accounts. 

3.7 The disclosure of a fair view would also require that any 
unusual, exceptional or non-recurring items of income or 
expenditure; profits or losses; must be disclosed separately so as to 
distinguish between the normal and abnormal occurrences affecting 
the trading and financial position of the company. 

3.8 To ensure that the annual accounts disclose a true and fair view 
of the financial position important provisions are made in the 
Companies Act, 1956. Firstly, Section 209 provides that the books of 
account should be so kept as to give a true and fair view of the state of 
the affairs of the company and to explain its transactions. This 
provision is significant in as much as it is not possible to prepare 
financial statements disclosing true and fair view on the basis of the 
books of accounts which themselves do not give a true and fair view 
of the state of affairs or the transactions of the company. 

3.9 Secondly, Schedule VI, which contains requirements in regard 
to the annual accounts, gives in Part III, the definition of the terms, 
“liability”, “provision”, “reserve” and “capital reserve”. The precise 
definition of these terms should go a long way in ensuring that the 
accounts present a clear and unambiguous picture. The requirements 
as to disclosure, under Schedule VI, are sufficient to give to the 
shareholders and other persons interested, such complete and 
detailed information as will enable them, to judge the financial 
position of the company. It appears that the only danger lies in the 
disclosure of so much information that the layman is confused and 
thus the very purpose of the disclosure defeated. 
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4 FORM AND CONTENTS OF ACCOUNTS 

4.1 Section 211 provides that every balance sheet of a company 
shall give a true and fair view of the state of affairs of the company as 
at the end of the financial year and shall, subject to the provisions of 
the said section, be in the form set out in Part 1 of Schedule VI, or as 
near thereto as circumstances admit or in such other form as may be 
approved by the Central Government either generally or in any 
particular case. In preparing the balance sheet due regard shall be 
had, as far as may be, to the general instructions for preparation of 
balance sheet under the heading “Notes” at the end of that Part. 

4.2 The profit and loss account of a company shall give a true and 
fair view of the profit or loss of the company lor the financial year and 
shall, subject as aforesaid, comply with the requirements oi Part 11 of 
Schedule VI, so far as they are applicable thereto. 

4.3 It is further provided that nothing contained in the above 
provisions shall apply to any insurance or banking company or any 
company engaged in the generation or supply of electricity or to any 
other class of company for which a form of balance sheet or profit 
and loss account, as the case maybe has been specified in or under the 
Act governing such class of company. 

4.4 However, if in the opinion of the Central Government it is 
necessary to grant exemption in the public interest, it may, by 
notification in the Official Gazette, exempt any class of companies 
from compliance with any of the requirements of Schedule VI, either 
unconditionally or subject to such conditions as may be specified in 
the Notification. 

4.5 The Central Government is also empowered, either on the 
application of or with the consent of, the Board of Directors of the 
company, by order, to modify in relation to that company any of the 
requirements of this Act as to matters to be stated in the company’s 
balance sheet or profit and loss account, for the purpose of adapting 
them to the circumstances of the company. 

4.6 Section 211(5) provides that; 

The balance sheet and the profit and loss account of a company shall not he treated 
as not disclosing a true and fair view of the state of affairs of the company, merely by 
reason of the fact that they do not disclose: 

(i) in the case of an insurance company, any matters which are not required to be 
disclosed by the Insurance Act. 1938; 

(it) in the case of a banking companv. any matters which are not required to be 
disclosed by the Banking Company Act, 1949; 
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(Hi) in the ease oj a company engaged in the generation or supply of electricity, any 
matters which are not required to he disclosed h >’ both the Indian Electricity Act. 
1910. and the Electricity (Supply) Act, 1948; 

(tv) in the case of a company governed by an r other special Act for the time being in 
force, any matters which are not required to be disclosed by that special Act; or 
(v) in the case of any company, any matters which are not required to be disclosed by 
vtrtue of the provtsions contained tn Schedule VI or by vtrtue of a notification 
issued under subsection (3) or an order issued under subsection (4). 

4.7 For the purposes of Section 211, any reference to a balance 
sheet or profit and loss account shall include any notes thereon or 
documents annexed thereto, giving information required by the Act, 
and allowed by the Act to be given in the form of such notes or 
documents, except where the context otherwise requires. 

For non-compliance with the above provisions the penalty is 
imprisonment upto six months or a fine upto rupees one thousand or 
both. 

4.8 Section 222 provides that: 

Reference in this Act to documents annexed or required to be annexed to a 
company's accounts or any of them shall not include the Board's report, the auditors’ 
report or any document attached or required to be attached to those accounts: 

Provided that any information which is required by this Act to he given in the 
accounts, and is allowed by it to be given in a statement annexed to the accounts, may 
be given in the Board's report instead of in the accounts; and if any such information is 
so gt ven, the report shall he anne Ked to the accounts and this A ct shall apply in relation 
thereto accordingly, except that the auditors shall report thereon only tn so far as it 
gives the said information. 

4.9 Section 216 provides that; 

The profit ond loss account shall he annexed to the balance sheet and the auditors’ 
report (including the auditors’ separate, special or supplementary report, if any) shall 
be attached thereto. 

4.10 Schedule VI, which deals with the form of the balance sheet in 
Part 1, with requirements as to the profit and loss account in Part II 
and with interpretation in Part 111 is reproduced hereunder: 



SCHEDULE VI 
[See section 211] 

PART I—FORM OF BALANCE SHEET 
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and Surplus" (in the Liabilities 
side) under a separate sub-head 
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trade investments and other investments should be annexed to the balance sheet, showing the names of the bodies corporate 
(indicating separately the names of the bodies corporate under the same management) in whose shares or debentures, investments 
have been made (including all investments, whether existing or not, made subsequent to the date as at which the previous balance 
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Companies Act. 1956 

B. VERTICAL FORM 


Name of the Company 
Balance Sheet as at... 


Schedule 

Figures as 

Figures as 

No- 

at the end 

at the end 


of current 

of previous 


financial 

financial 


year 

year 

1 2 3 

4 

5 


I. Sources of funds 

(1) Shareholders'funds : 

(а) Capital 

(б) Reserves and surplus 

(2) Loan funds: 

(a) Secured loans 
(h) Unsecured loans 
TOTAL 

II. Application of funds 

(1) Fixed assets : 

(a) Gross block 
(h) I^ss depreciation 

(c) Net block 

(d) Capital work in progress 

(2) Investments- 

(3) Current assets, loans and advances. 

(а) Inventories 

(б) Sundry debtors 

(c) Cash and bank balances 

(d) Other current assets 

(e) Loans and advances 
less : 

Current liabilities and provisions . 

(a) Liabilities 
(h) Provisions 
Net current assets 

(4) (a) Miscellaneous expenditure to 

the extent not written off 
or adjusted 

(b) Profit and loss account 
TOTAL 
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No tes: 

1. Details under each of the above items shall be given in separate Schedules. The 
Schedules shall incorporate all the information required to be given under A— 
Horizontal Form read withNotes containing general instructions for preparation 
of balance sheet. 

2. The schedules, referred to above, accounting policies and explanatory notes that 
may be attached shall form an integral part of the balance sheet. 

3. The figures in the balance sheet may be rounded off to the nearest *000’ or *00’as 
may be convenient or may be expressed in terms of decimals of thousands. 

4. A footnote to the balance sheet may be added to show separately contingent 
liabilities. 
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PART II— Requirements as to Profit and Loss Account 


1 . The provisions of this Part shall apply to the income and 
expenditure account referred to in sub-section (2) of Section 210 of 
the Act, in like manner as they apply to a profit and loss account, but 
subject to the modification of references as specified in that sub¬ 
section. 

2. The profit and loss account: 

(a) shall be so made out as clearly to disclose the result of the 
working of the company during the period covered by the 
account; and 

(b) shall disclose every material feature, including credits or 
receipts and debits or expenses in respect of non-recurring 
transactions or transactions of an exceptional nature. 


3. The profit and loss account shall set out the various items relating 
to the income and expenditure of the company arranged under the 
most convenient heads; and in particular, shall disclose the following 
information in respect of the period covered by the account: 

(i) (a) The turnover, that is, the aggregate amount for which 

sales are effected by the company, giving the amount of 
sales in respect of each class of goods dealt with by the 
company, and indicating the quantities of such sales for 
each class separately. 

(b) Commission paid to sole selling agents within the 
meaning of Section 294 of the Act. 

(c) Commission paid to other selling agents. 

(d) Brokerage and discount on sales, other than the usual 
trade discount. 

(ii) (a) In the case of manufacturing companies: 

(I) The value of the raw materials consumed, giving item- 
wise break-up and indicating the quantities thereof. In 
this break-up, as far as possible, all important basic raw 
materials shall be shown as separate items. The 
intermediates or components procured from other 
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manufacturers may, if their list is too large to be included 
in the break-up, be grouped under suitable headings 
without mentioning the quantities, provided all those 
items which in value individually account for 10% or 
more of the total value of the raw material consumed shall 
be shown as separate and distinct items with quantities 
thereof in the break-up. 

(2) The opening and closing stocks of goods produced, 
giving break-up in respect of each class of goods and 
indicating the quantities thereof. 

(b) In the case of trading companies, the purchases made and 
the opening and closing stocks, giving break-up in respect 
of each class of goods traded in by the company and 
indicating the quantities thereof. 

(c) In the case of companies rendering or supplying services, 
the gross income derived from services rendered or 
supplied. 

(d) In the case of a company, which falls under more than one 
of the categories mentioned in (a), (b) and (c) above, it 
shall be sufficient compliance with the requirements 
herein if the total amounts are shown in respect of the 
opening and closing stocks, purchases, sales and 
consumption of raw material with value and quantitative 
break-up and the gross income from services rendered is 
shown. 

(e) In the case of other companies, the gross income derived 
under different heads. 

Note 1 .-The quantities of raw materials, purchases, stocks 
and the turnover, shall be expressed in quantitative 
denominations in which these are normally purchased or 
sold in the market. 

Note 2: For the purpose ofitems(ii)(a),(ii)(b), and (iiX<l)< 
the items for which the company is holding separate 
industrial licences, shall be treated as separate classes of 
goods, but where a company has more than one industrial 
licence for production of the same item at different places 
or for expansion of the licenced capacity, the item covered 
by all such licences shall be treated as one class. In the case 
of trading companies, the imported items shall be 
classified in accordance with the classification adopted by 
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the Chief Controller of Imports and Exports in granting 
the import licences. 

Note 3 : In giving the break-up of purchases, stocks and 
turnover, items like spare parts and accessories, the list of 
which is too large to be included in the break-up, may be 
grouped under suitable headings without quantities, 
provided ail those items which in value individually 
account for 10% or more of the total value of the 
purchases, stocks, or turnover, as the case may be, are 
shown as separate and distinct items with quantities 
thereof in the break-up. 

(iii) In the case of all concerns having works in progress, the 
amounts for which such works have been completed at the 
commencement and at the end of the accounting period. 

(iv) The amount provided for depreciation, renewals or 
diminution in value of fixed assets. 

If such provision is not made by means of a depreciation 
charge, the method adopted for making such provision. If no 
provision is made for depreciation, the fact that no provision 
has been made shall be stated and the quantum of arrears of 
depreciation computed in accordance with Section 205(2) of 
the Act shall be disclosed by way of a note. 

(v) The amount of interest on the company’s debentures and 
other fixed loans, that is to say, loans for fixed periods, stating 
separately the amount of interest, if any, paid or payable to 
the managing director, the managing agent, the secretaries 
and treasurers and the manager, if any. 

(vi) The amount of charge for Indian income-tax and other 
Indian taxation on profits, including, where practicable, with 
Indian income-tax any taxation imposed elsewhere to the 
extent of the relief, if any, from Indian income-tax and 
distinguishing, where practicable, between income-tax and 
other taxation. 

(vii) The amount reserved for: 

(a) repayment of share capital; and 

(b) repayment of loans. 

(viii) (a) The aggregate, if material, of any amounts set aside or 
proposed to be set aside, to reserves, but not including 
provisions made to meet any specific liability, 
contingency or commitment known to exist at the date as 
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at which the balance sheet is made up. 

(b) The aggregate, if material, of any amounts withdrawn 
from such reserves. 

(ix) (a) The aggregate, if material, of the amounts set aside to 

provisions made for meeting specific liabilities, 
contingencies or commitments. 

(b) The aggregate, if material, of the amounts withdrawn 
from such provisions, as no longer required. 

(x) Expenditure incurred on each ot the following items, 
separately for each item : 

(a) Consumption of stores and spare parts. 

(b) Power and fuel. 

(c) Rent. 

(d) Repairs to buildings. 

(e) Repairs to machinery. 

(0(1) Salaries, wages and bonus. 

(2) Contribution to provident and other funds. 

(3) Workmen and staff welfare expenses to the extent 
not adjusted from any previous provision or reserve. 

Note 1: Information in respect of this item should also be 
given in the balance sheet under the relevant provision or 
reserve account. 

Note 2: In respect of sub-items (1) and (2), the Profit and 
Loss Account shall also contain, by way of a note, break¬ 
up of the expenditure incurred on employees who, (i) if 
employed throughout the financial year were in receipt of 
remuneration for that year which in the aggregate was not 
less than Rs. 36,000 or (ii) if employed fora part of the 
financial year were in receipt of remuneration for any 
parts of that year at a rate which in the aggregate was not 
less than Rs. 3,000 per month. The said note shall also 
indicate the number of employees falling in each of the 
above two categories. Remuneration for this purpose has 
the same meaning as in the Explanation to Section 198 
and shall further include honoraria. The monetary value 
of the perquisites shall be calculated in accordance with 
the provisions of the Income-tax Act, 1961 (43 of 1961), 
and the rules made thereunder. 

(g) Insurance. 

(h) Rates and taxes, excluding taxes on income. 
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(xi) 


(xii) 


{xiii) 
(xiv) 


(xv) 


(i) Miscellaneous expenses: 

Provided that any item under which the expenses exceed I 
per cent of the total revenue of the company or Rs. 5,000 
whichever is higher, shall be shown as a separate and 
distinct item against an appropriate account head in the 
Profit and Loss Account and shall not be combined with 
any other item to be shown under ‘Miscellaneous 
expenses.’ 

(a) The amount of income from investments, distinguishing 
between trade investments and other investments 
(hi Other income by way of interest, specifying the nature of 
the income. 

(e) The amounts of income-tax deducted if the gross income 
is stated under sub-paragraphs (a) and (b) above. 

(a) Protits or losses on investments showing distinctly the 
extent ol the profits or los.ses earned or incurred on 
account of membership of a partnership firm to the extent 
not adjusted from any previous provision or reserve. 
Noie • Information in respect of this item should also be 
given in the balance sheet under the relevant provision oi 
reserve account, 

tb) Profits or los.ses in respect of transactions of a kind, not 
usually under taken by the company or undertaken in 
circumstances of an exceptional or non-rccurring nature, 
if material in amount. 

(c) Miscellaneous income. 

(a) Dividends from subsidiary companies. 

(b) Provisions for losses of subsidiary companies. 

The aggregate amount of the dividends paid and proposed, and 
slating whether such amounts are subject to deduction of 
income-tax or not. 

Amount, if material, by which any items shown in the profit 
and loss account are affected by any change in the basis of 
accounting. 


4. The profit and loss account shall also contain or give by way of a 
note detailed information, showing separately the following 
payments provided or made during the financial year to the directors 
(including managing directors), the managing agents, secretaries and 
treasurers or manager, if any, by the company, the subsidiaries of the 
company and any other person: 
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(i) managerial remuneration under Section 198 of the Act paid or 
payable during the financial year to the directors (including 
managing directors) the managing agent, secretaries and 
treasurers or manager, if any; 

(ii) expenses reimbursed to the managing agent under Section 
354; 

(iii) commission or other remuneration payable separately to a 
managing agent or his associate under Sections 356, 357 and 
358; 

(iv) commission received or receivable under Section 359 of 
the Act by the managing agent or his associate as selling or 
buying agents of other concerns in respect of contracts entered 
into by such concern with the company; 

(v) the money value of the contracts for the sale or purchase of 
goods and materials or supply of services, entered into by the 
company with the managing agent or his associate under 
Section 360 during the financial year; 

(vi) other allowances and commission including guarantee 
commission (details to be given); 

(vii) any other perquisites or benefits in cash or in kind (stating 
approximate money value where practicable); 

(viii) pensions, etc.,— 

(a) pensions, 

(b) gratuities, 

(c) payments from provident funds, in excess of own 
subscriptions and interest thereon, 

(d) compensation for loss of office, 

(e) consideration in connection with retirement from office. 

4A. The profit and loss account shall contain or give by way of a 
note a Statement showing the computation of net profits in 
accordance with Section 349 of the Act with relevant details of the 
calculation of the commissions payable by way of percentage of such 
profits to the directors (including managing directors), the managing 
agents, secretaries and treasurers or manager (if any). 

4B. The profit and loss account shall further contain or give by way 
of a note detailed information in regard to amounts paid to the 
auditor, whether as fees, expenses or otherwise for services rendered; 

(a) as auditor; 

(b) as adviser, or in any other capacity, in respect of— 
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(i) taxation matters; 

(ii) company law matters; 

(iii) management services; and 

(c) in any other manner. 

4C. In the case of manufacturing companies, the profit and loss 
account shall also contain, by way of a note in respect of each class of 
goods manufactured, detailed quantitative information in regard to 
the following, namely: 

(a) the licensed capacity (where licence is in force); 

(b) the installed capacity; and 

(c) the actual production. 

Note I : The licensed capacity and installed capacity of the 
company as on the last date of the year to which the profit and loss 
account relates, shall be mentioned against items (a) and (b) above 
respectively. 

Note 2 : Against item (c), the actual production in respect of the 
finished products meant for sale shall be mentioned. In cases where 
semi-processed products are also sold by the company, separate 
details thereof shall be given. 

Note 3\ For the purposes of this paragraph, the items for which the 
company is holding separate industrial licences shall be treated as 
separate classes of goods but where a company has more than one 
industrial licence for production of the same item at different places 
or for expansion of the licensed capacity, the item covered by all such 
licences shall be treated as one class. 

4D. The profit and loss account shall also contain by way of a note 
the following information, namely: 

(a) value of imports calculated on C.l.F. basis by the company 
during the financial year in respect of: 

(i) raw materials; 

(ii) components and spare parts; 

(iii) capital goods; 

(b) expenditure in foreign currency during the financial year on 
account of royalty, know-how, professional consultation fees 
interest, and other matters; 

(c) value of all imported raw materials, spare parts anci 
components consumed during the financial year and the value 
of all indigenous raw materials, spare parts and components 
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similarly consumed and the percentage of each to the total 
consumption; 

(d) the amount remitted during the year in foreign currencies on 
account of dividends with a specific mention of the number of 
non-resident shareholders, the number of shares held by them 
on which the dividends were due and the year to which the 
dividends related; 

(e) earnings in foreign exchange classified under the following 
heads, namely: 

(i) export of goods calculated on F.O.B. basis; 

(ii) royalty, know-how, professional and consultation fees; 

(iii) interest and dividend; 

(iv) other income, indicating the nature thereof. 

5. The Central Government may direct that a company shall not be 
obliged to show the amount set aside to provisions other than those 
relating to depreciation, renewal or diminution in value of assets, if 
the Central Government is satisfied that the information should not 
be disclosed in the public interest and would prejudice the company, 
but subject to the condition that in any heading stating an amount 
arrived at after taking into account the amount set aside as such, the 
provision shall be so framed or marked as to indicate that fact. 

6. (1) Except in the case of the first profit and loss account laid 
before the company after the commencement of the Act, the 
corresponding amounts for the immediately preceding financial year 
for all items shown in the profit and loss account shall also be given in 
the profit and loss account. 

(2) The requiremeni in sub-clause 11) shall, in the case of 
companies preparing quarterly or half-yearly accounts, relate to the 
profit and loss account for the period which ended on the 
corresponding date of the previous year. 

f’ART III- INTERPRFTATION 

7. (1) For the purposes of Parts I and II of this Schedule, unless the 
context otherwise requires: 

(a) the expression “provision”shall, subject to sub-clause (2) of this 
clause, mean any amount written off or retained by way of 
providing for depreciation, renewals or diminution in value of 
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assets, or retained by way of providing for any known liability 
of which the amount cannot be determined with substantial 
accuracy; 

(b) the expression “reserve” shall not, subject as aforesaid, include 
any amount written off or retained by way of providing for 
depreciation, renewals or diminution in value of assets or 
retained by way of providing for any known liability; 

(c) the expression “capital reserve” shall not include any amount 
regarded as free for distribution through the profit and loss 
account; and the expression “revenue reserve^ shall mean any 
reserve other than a capital reserve; 

and in this sub-clause the expression “liability” shall include all 
liabilities in respect of expenditure contracted for and all disputed or 
contingent liabilities. 

(2) Where— 

(a) any amount written off or retained by way of providing for 
depreciation, renewals or diminution in value of assets, not 
being an amount written off in relation to fixed assets before the 
commencement of this Act; or 

(b) any amount retained by way of providing for any known 
liability; 

is in excess of the amount which in the opinion of the directors is 
reasonably necessary for the purpose, the excess shall be treated for 
the purposes of this Schedule as a reserve and not as a provision. 
8. For the purposes aforesaid, the expression “quoted investment” 
means an investment as respects which there has been granted a 
quotation or permission to deal on a recognised stock exchange, and 
the expression “unquoted investment” shall be construed 
accordingly. 

5 INTERPRETATION 

5.1. The terms ‘provision’, ‘reserve’, ‘revenue reserve’, ‘capital 
reserve’, ‘liability’and ‘quoted investments’are defined in Part III, of 
Schedule VI. 

5.2 Provision 

5.2.1 In relation to assets, “provision” means any amount written 
off or retained by way of providing for depreciation, renewals or 
diminution in value of assets. 
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5.2.2 In relation to liabilities, “provision” means any amount 
retained by way of providing for any known liability of which the 
amount cannot be determined with substantial accuracy, e.g., 
provision for bonus or provision for taxation. Where such amount 
can be determined with substantial accuracy, it must be treated as a 
‘liability’. 

5J Where any amount written off or retained by way of providing 
for depreciation, renewals or diminution in value of assets, or any 
amount retained by way of providing for any known liability, is in 
excess of that which in the opinion of the directors is reasonably 
necessary for the purpose, the excess must be treated in the accounts 
as a reserve and not as a provision. 

53 Reserve 

5.3.1 The term “reserve” is defined in the negative, as an amount set 
aside which is not a provision. The reserve may be either a “capital 
reserve” or “revenue reserve”. 

53.2 Where additions to or withdrawals from reserves and 
provisions have been made during the year and such transfers affect 
the profit and loss account, the amounts involved, if material, must be 
shown separately in that account or by way of a note. Where, 
however, the additions or withdrawals are capital transactions, e.g., a 
transfer to capital reserve of a capital profit, such transactions should 
either appear on the face of the balance sheet or in a statement or 
report annexed thereto. The source from which the increase has been 
derived or the manner in which the decrease has been applied must be 
shown-clearly. 

5.4 Revenue Reserve 

5.4.1 Revenue reserve means any reserve other than a capital 
reserve. The term “capital reserve” is negatively defined and therefore 
it follows that a revenue reserve is one which is available for 
distribution through the profit and loss account. 

5.5 Capital Reserve 

53.1 It will be observed that Part 111, Schedule VI does not really 
define the term capital reserve, but states that it shall not include any 
amount regarded as free for distribution through the profit and loss 
account. The term should be used to describe: 

(i) reserves which cannot be legally distributed, e.g., share 



THE AUDIT OF A LIMITED COMPANY—II 


359 


premiums, a capital redemption reserve account, etc., and 
(ii) reserves which because of their origin or the purpose for which 
they are retained, are regarded by the directors as not being free 
for distribution through the profit and loss account, e.g., a sum 
received as compensation for damage to goodwill, a profit 
made on the sale of a fixed asset, to the extent that such profit is 
not due to past excessive provision for depreciation. 

5.6 Liability 

5.6.1 The term “liability” includes all liabilities in respect of 
expenditure contracted for and all disputed or contingent liabilities. 
It should be noted that if such amount can be determined with 
substantial accuracy, it must be termed as a “liability” and if it cannot 
be so determined, it should be treated as a “provision”. 

5.7 Quoted Investments 

5.7.1 “Quoted investment” is defined as an investment in respect of 
which there has been granted a quotation or permission to deal on a 
recognised stock exchange. Other investments should be treated as 
unquoted investments. This definition is relevant for the purpose of 
classifying the “investments” which are quoted and those which are 
not quoted. Under the head “investments”, it is necessary to give the 
market value of quoted investments. The aggregate amounts of 
quoted and unquoted investments are required to be shown 
separately. 

6 FORM OF BALANCE SHEET 

6.1 Part 1, Schedule VI to the Companies Act, 1956, prescribes the 
form of balance sheet and the requirements relating thereto. It should 
be noted that in addition to the requirements of the body of the Form 
which sets out instructions relating to each item of the balance sheet, 
the requirements in the Notes at the end of the Form and the 
requirements of the Act, wherever applicable, should be complied 
with. 

6.2 The information required to be given under any of the items or 
sub-items in the balance sheet should be furnished in a separate 
Schedule or Schedules to be annexed to and to form part of the 
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balance sheet, if such information cannot be conveniently included in 
the balance sheet itself. This procedure is recommended when the 
items to be dealt with are numerous (a)). 

6 J The general practice is to state the figures rounded off correct to 
a rupee. Note (b) provides that Naye Raise can also be given in 
addition to rupees, if so desired. 

6.4 Note (n) requires that comparative figures should be given. The 
comparative figures should relate to the corresponding period —the 
previous year, half year or quarter as the case may be. The 
comparative figures must be compiled on the same basis as the figures 
of the current year, on the principle that only like can be compared 
with like. Wherever the comparative figures are recast or re-grouped 
to make them comparable it is recommended that a note should be 
put under the balance sheet to that effect. 

6.5 In the prescribed Form, the main items in the balance sheet 
appear as follows: 


Liabilities 
Share Capital 
Reserve.s & Surplus 
Secured Loans 
Unsecured Loans 
Current UABiLmEs and 


Assets 

Fixed Assets 

INVESIMENTS 

Current Assets 
Loans and Advances 

(A) Ct/RRFNT Assets 

(B) Loans and Advances 
Misceli ani.ous Expenditure 


Provisions . 

(A) Current Liabilities 

(B) Provisions 
Foot Note in respect of Contingent Liabilities.* 


6.6 The requirements in respect of each item are discussed 
hereunder: 


6.7 Share Capital 

6.7.1 The Share Capital should be classified into; 

(a) Authorised Capital. 

(b) Issued Capital. 

(c) Subscribed Capital. 

6.7.2 Under “Authorised Capital”, the number of shares and the 
face value of each share should be stated. 

*The relerences to ‘^Mananging Agents and Secreianc.s and Treasureis", which are 
redundant, are deleted. 
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6.7.3 Under “Issued Capital”, the various classes of shares should 
be distinguished and the particulars of the numbers of shares and the 
face value of shares for each class should be slated. The particulars of 
the different classes of prelerence shares should also be given. The 
particulars of any option on unissued share capital have to be 
specified. 

6.7.4 Under “Subscribed Capital” the following particulars should 
be given: 

(i) The various classes ol shares should be distinguished and 
particulars of the different classes of preference shares should 
be stated. 

(ii) Number of shares. 

(iii) Face value of shaies. 

(iv) Amount called up. 

6.7.5 Note (c) requires that in the balance sheets of subsidiary 
companies the number of shares held by the holding company as well 
as by the ultimate holding company and its subsidiaries must be 
separately stated. However, the auditor is not required to certify the 
correctness of such shareholdings as certified by the management. 

6.7.6 The number of shares allotted as fully paid-up pursuant to a 
contract without payments being received in cash should be shown 
separately. Even in respect of such shares a separate mention must be 
made ol the shares which are allotted as fully paid-up by way of bonus 
shares. In case of bonus shares, the source from which such shares 
are issued, e g., capitalisation of profits or reserves or from Share 
Premium Account, snould be specified. 

6.7.7 The unpaid calls should be deducted from the Subscribed 
Capital and should be analysed as under: 

(i) Due by directors. 

(ii) Due by others. 

6.7.8 The amount originally paid up on the forfeited shares should 
be added to the Subscribed Capital. Any capital profit on re-issue of 
forfeited shares should be transferred to a Capital Reserve. 

6.7.9 Under the item “Share Capital”, it is necessary to disclose: 

(i) in respect of Redeemable Preference Shares, the terms of 
redemption or conversion together with the earliest date of 
redemption or conversion, and 

(ii) the particulars of any option on unissued share capital. 

6.7.10 It should be noted that Share Premium Account should not 
be shown under “Share Capital”, as it is required to be shown under 
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“Reserves and Surplus”. 

6.8 Reserves and Surplus 

6.8.1 This item should be classified as under: 

1. Capital Reserves. 

2. Capital Redemption Reserve. 

3. Share Premium Account. 

4. Other Reserves specifying the nature and amount of each 
Reserve. 

5. Surplus. 

6. Proposed additions to Reset ves. 

7. Sinking Funds. 

6JR2 Under each of the above specific heads, the balance as per last 
balance sheet, additions thereto and deductions therefrom should be 
stated. 

6.83 The word “fund” in relation to any “Reserve” should be used 
only where such Reserve is specifically represented by earmarked 
investments. 

63.4 In respect of the Share Premium Account, details of its 
utilisation in the manner provided in Section 78 should be given in 
the year of utilisation [Note (cc)]. 

633 In respect of other reserves, the nature and the amount of each 
reserve should be specified. 

63.6 Any debit balance in the Profit and Loss Account should be 
shown as a deduction from the uncommitted reserves, if any [Note 
(h)l 

63.7 The expression “uncommitted reserves”, would not include 
reserves set apart for a specific purpose such as reserve for doubtful 
debts, investments, fluctuation reserve, etc. 

6.83 Under “Surplus” should be shown the balance in the Profit 
and Loss Account after providing for proposed allocations, namely. 
Dividend, Bonus or allocations to Reserves. 

63.9 While classifying the items between Reserves and Provisions 
regard must be had to the definitions of these items given in Part III, 
Schedule VI, and accordingly any provision in excess of the amount 
reasonably necessary should be classified as a reserve. 

6.9 Secured Loans 

6.9.1 This item should be classified as follows: 
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1. Debentures. 

2. Loans and Advances from Banks. 

3. Loans and Advances from subsidiaries. 

4. Other Loans and Advances. 

6^.2 The nature of the security should be spiecified in each case. The 
interest accrued and due on “Secured Loans” should be included 
under the appropriate sub-heads under the head “Secured Loans”, 
but the interest accrued but not due on secured loans is required to be 
shown under “Current Liabilities”. 

6.93 The loans from directors and manager should be shown 
separately. Where loans have been guaranteed by managers and/or 
directors, a mention thereof should be made and the aggregate 
amount of such loans under each head should be shown separately. 

6.9.4 In respect of debentures, the terms of redemption or 
conversion and the earlier date of redemption or conversion should 
be stated. The particulars of any redeemed debentures which the 
company has power to re-issue should be given \^Note (jj\. 

6.93 In case where any of the company’s debentures are held by a 
nominee or a trustee for the company, the nominal amount of the 
debentures and the amount at which they are stated in the books of 
the company should be stated [Note (k)\ This information may be 
given under the head “Investments.” 

6.10 Unsecured Loans 

6.10.1 This item should be classified as follows: 

1. Fixed Deposits. 

2. Loans and Advances from subsidiaries. 

3. Short Term Loans and Advances: 

(a) From Banks. 

(b) From Others. 

4. Other Loans and Advances: 

(a) From Banks. 

(b) From Others. 

6.10.2 Loans from directors and managers should be shown 
separately. 

6.103 In respect of item Nos. 2, 3 and 4, where loans have been 
guaranteed by managers and/or directors, a mention thereof should 
be made and the aggregate amount of such loans under each head 
should also be disclosed. 

6.10.4 The Short Term Loans will include those which are due for 
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not more than one year as at the date of the Balance Sheet (d)\. 
6.10.5 The interest accrued and due on unsecured loans should be 
shown under the appropriate sub-heads but the interest accrued but 
not due must be shown under “Current liabilities.” 

6.11 Current Liabilities and Provisions 

6.11.1 Current Liabilities and Provisions are required to be 
grouped separately as under; 

(A) Current Liabilities 

1. Acceptances. 

2. Sundry Creditors. 

3. Subsidiary Companies. 

4. Advance payments and unexpired discounts for the portion for 
which value has still to be given, e.g., in the case of the following 
classes of companies: 

Newspaper, Fire Insurance, Theatres, Clubs, Banking, 
Steamship Companies, etc. 

5. Unclaimed Dividends. 

6. Other Liabilities. 

7. Interest accrued but not due on loans. 

(B) Provisions 

8. Provision for Taxation. 

9. Proposed Dividends. 

10. For Contingencies. 

11. For Provident Fund Scheme. 

12. For Insurance, pension and similar staff benefit schemes. 

13. Other provisions. 

6.11.2 The items should be classified as “Provision” of “Liabilities” 
having regard to the definitions of these terms in Part Ill, Schedule 
VI. 

6.113 According to Note (p), current accounts with directors and 
manager, whether they are in credit or debit, should be shown 
separately. 

6.11.4 It should be noted that interest accrued but not due on loans, 
whether secured or unsecured, is required to be shown under 
“Current Liabilities.” 

6.113 The provision for taxation if in excess of the amount, which 
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in the opinion of the directors, is reasonably necessary for the 
purpose, should be classified as a “Reserve”. 

6.11.6 Clause 5 of Part II, Schedule VI, provides as under: 

The Central Government ma i ihrei I that a i ompany shall not he obliged to show the 
amount set aside to provisions other than those relating to depreciation, renewal or 
diminution in value of assets, if the Central Government is satisfied that the 
information should not he disclosed in the public interest and would prejudice the 
I ompany, hut subject to the condition that in any heading stating an amount arrived at 
after taking into ai count the amount set aside as such, the provision shall be framed or 
marked as to mdu ate that fact. 

6.12 Contingent Liabilities 

6.12.1 Under the head “Contingent Liabilities,” the items should be 
classified as under: 

1. Claims against the company not acknowledged as debts. 

2. The uncalled iiabilit> on shares partly paid. 

3. Arrears of fixed cumulative dividends. 

4. Estimated amount ol contracts remaining to be executed on 
capital account and not provided for 

5. Other money for which the company is contingently liable. 

6.12.2 In respect ot an cats of ti\cd cumulative dividends, the 
following details should be given: 

(i) the period for which the dividends arc in arrears showing 
separately such arrears on each class of shares; 

(ii) the amount should be staled before deduction of income-tax, 
but in the case ol tax free dividends the amount should be 
shown free of income-tax and the fact that it is so shown should 
be staled. 

6.123 Under sub-head 5, the amount of guarantees given by the 
company on behalf of directors or other officers ol the company 
should be slated and where practicable, the general nature and the 
amount of each such contingent liability, if material, should be 
specified. Examples of other contingent liabilities are: 

(i) Liability on Bills of Exchange discounted but not maturing on 
the balance sheet date. 

(ii) Liability in respect of suits pending in the Court. 

(iii) Dispute in regard to bonus, etc. 

(iv) Matters referred to arbitration. 
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6.13 Fixed Assets 

6.13.1 The fixed assets should be classified as far as possible as under; 

(a) Goodwill. 

(b) Land. 

(c) Buildings. 

(d) Leaseholds. 

(e) Railway sidings. 

(0 Plant and Machinery. 

(g) Furniture and Fittings. 

(h) Development of Property. 

(i) Patents, trade-marks and designs. 

(j) Livestock. 

(k) Vehicles. 

6.13.2 The items of fixed assets not enumerated above should be 
shown separately as far as possible. Under each head, the original 
cost, additions thereto and deductions therefrom during the year, 
should be shown. 

6.133 The total amount of depreciation written off or provided up 
to the end of the year should be stated. The amount of depreciation 
written off or provided should be allocated under the different asset 
heads and should be deducted in arriving at the value of fixed asssets. 
According to clause 7 of Part III, where in the opinion of the 
directors, the amount of depreciation written off or retained is in 
excess of the amount reasonably necessary, the excess should be 
treated as a ‘Reserve’ and not as a ‘Provision’. In respect of 
depreciation written before the commencement of the Act, such 
bifurcation is not necessary. 

6.13.4 In case of any fixed asset which has been acquired from a 
country outside India, the original cost is required to be changed in 
consequence of a change in the rate of exchange, if there has been any 
increase or reduction in the liability as expressed in Indian currency, 
(i) for making payment towards the whole or part of the cost of the 
asset or (ii) for repayment of the whole ora part of moneys borrowed 
by the company in foreign currency. The details of such adjustment 
are given in the instructions. 

6.133 In respect of increased liability consequent upon change in 
the rate of exchange a corresponding adjustment will have to be made 
to the loans or liability as the case may be. The said adjustments 
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should be in accordance with Section 43A of the Income-tax Act, 
1961. 

6.13.6 In case where the original cost cannot be ascertained without 
unreasonable expense or delay, the valuation shown by the books 
should be given. Such valuation should be the net amount at which an 
asset stood in the company’s books at the commencement of the Act, 
after deduction of the amounts previously provided or written off for 
depreciation or diminution in value. When any such asset is sold, the 
amount of sale proceeds should be shown as deduction. 

6.13.7 In case, where sums have been written off on a reduction of 
capital or a revaluation of assets, every balance sheet, (after the first 
balance sheet) subsequent to the reduction or revaluation, should 
show the reduced figures, with the date of reduction, in place of the 
original cost. Every balance sheet for five years subsequent to the date 
of reduction must also show the amount of the reduction made. 

6.13.8 Similarly, where the value of assets is written up, every 
balance sheet subsequent to such writing up must show the increased 
figures and the date of the increase in place of the original cost. Every 
balance sheet for the five years subsequent to the date of writing up 
must also show the amount of increase made. 

6.14 Investments 

6.14.1 This item should be classified as under: 

1. Investments in Government or Trust securities. 

2. Investments in shares, debentures or bonds. 

3. Immovable properties. 

4. Investments in the capital of partnership firms. 

6.14J2 Under item (2) above, investments in shares, debentures or 
bonds of subsidiary companies should be separately stated. 

6.143 In respect of all investments in shares, there should be shown 
separately, shares, fully paid-up and partly paid-up and the different 
classes of shares should be distinguished. 

6.14.4 The nature of investments should be disclosed and where the 
investments are earmarked, the fund which such investments 
represent should be stated. 

6.143 In each case, the mode of valuation, e.g., cost or market 
value should be stated. 

6.14.6 The aggregate amount (;f a company’s quoted investments 
together with the market value thereof and the aggregate amount of a 
company’s unquoted investments should be shown separately. 
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6.14.7 The interest accrued on investments should be shown under 
the heading “current assets” and not under this head 

6.14.8 Section 372( 10) provides that every investing company shall 
annex to each balance sheet prepared by it a statement showing the 
bodies corporate (indicating separately the bodies corporate in the 
same group) in the shares of which investments have been made by it 
(including all investments, whether existing or not, made subsequent 
to the date as at which the previous balaiiLC sheet was made out) and 
the nature and extent of the investments so made in each body 
corporate. However, in case of an investment company, it is sufficient 
if the statement shows only the investments existing as on the date of 
the balance sheet. 

6.14.9 Under Section 372( 14), the provisions of Section 372 do not 
apply; 

(a) to any banking or insurance companv, 

(b) to a private company, unless it is a subsidiary of a public 
company; 

(c) to any company established with the object of financing, 
whethei by way of making loans or ad vances to, or subscribing to 
the capital of, private industrial enterprises in India, many case 
where the Central (lovernment has made or agreed to make to 
the company a special advance for the purpose or has 
guaranteed or agreed to guarantee the payment ol moneys 
borrowed by the company from any institution outside India; 
or 

(d) to investments by a holding company in its subsidiary. 

6.14.10 It may be noted that Note (1) makes a provision for 
disclosure similar to the one required under Section 372(10) but the 
said section does not apply to certain companies. However, Note (1) 
does not contain similar exceptions. Hence, it appears that Note (1) 
will apply to all companies except those mentioned in the Note (1) 
itself. 

6.14.11 Note (1) requires that a statement of investments (whether 
shown under “investments” or under “current assets” as stock-in- 
trade) separately classifying trade investments and other investments 
should be annexed to the balance sheet. 

6.14.12 The said statement should show the names of the bodies 
corporate, indicating separately the names of the bodies corporate 
under the same management in whose shares or debentures. 
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investments have been made. The nature and extent of the 
investments so made in each such body corporate should be given. 

6.14.13 Such statement should include all investments whether 
existing or not, made subsequent to the date as at which the previous 
balance sheet was made out. In case of an investment company, that 
is to say, a company whose principal business is the acquisition of 
shares, stock, debentures or other securities, it will be sufficient if the 
statement shows only the investments existing on the date as at which 
the balance sheet has been made out. 

6.14.14 In regard to the investments in the capital of partnership 
firms, the names of firms, with the names of all their partners, total 
capital and shares of each partner should be given in the statement 
annexed to the balance sheet. 

6.14.15 Where the company’s debentures are held by a nominee or 
trustee for the company, the nominal amount of the debentures and 
the amount at which they are stated in the books of the company shall 
be stated. This disclosure will enable a shareholder to ascertain how 
much profit the company will make if the debentures purchased by 
the company were to be cancelled. 

6.14.16 Section 49 requires that all investments made by a company 
on its own behalf should be made and held by it in its own name. This 
requirement does not apply to a company whose principal business 
consists of the buying and selling of shares or securities. However, a 
company may not hold the shares in its own name in two cases: 

(1) Where the company has a right to appoint any person or 
persons, or where any nominee or nominees of the company has or 
have been appointed, as a director or directors of any other body 
corporate, the shares in “such other” body corporate, to the extent of 
qualification shares, may be held jointly in the name of the company 
and such person or nominee. 

(2) A company may hold shares in its subsidiary in the name of a 
nominee or nominees in so far as it is necessary to enable the 
subsidiary company to comply with the requirements as to minimum 
number of members. 

6.14.17 The above provisions shall not be deemed to prevent a 
company— 

(i) from depositing with the company’s bankers any shares or 
securities for collection of dividend or interest thereon; 

(ii) from depositing with, or transferring to, or holding in the name 
of, the State Bank of India or a Scheduled bank, being the 
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bankers of the company, shares or securities, in order to 
facilitate the transfer thereof, within six months; 

(iii) from depositing with, or transferring to, any person any shares 
or securities, by way of security for the repayment of any loan 
advanced to it or the performance of any obligation undertaken 
by it. 

6.14.18 Except in the above cases, the certificate or letter of 
allotment relating to the shares or securities in which investments 
have been made by a company, must be in the custody of such 
company or with the State Bank of India ora Scheduled bank, being 
the bankers of the company. 

6.14.19 Where the shares or securities in which investments have 
been made by a company are not held by it in its own name. Section 
49(7) requires that the company shall maintain a register and enter 
therein: 

(a) the nature, value and such other particulars as may be necessary 
fully to identify the shares or securities in question; and 

(b) the bank or person in whose name or custody the shares or 
securities are held. 

6.14.20 In regard to partly paid shares held by a company, the 
amount of liability in respect of uncalled capital should be stated by 
way of a footnote under “contingent liabilities”. 

6.14.21 Section 372 provides that a company shall not be entitled 
to subscribe for, or purchase the shares of any other body corporate 
except to the extent and except in accordance with the restrictions 
and conditions specified therein. 

6.14.22 Under Section 372(2) the Board of Directors are entitled to 
invest in shares of any other body corporate up to ten per cent of the 
subscribed capital of such other body corporate subject to the 
following limits; 

(1) The aggregate of the investments made in all other bodies 
corporate should not exceed thirty per cent of the subscribed 
capital of the investing company. This restriction does not 
apply to an investment company. 

(2) The aggregate of the investments (in shares and debentures) 
made in the bodies corporate in the same group should not 
exceed twenty per cent of the subscribed capital of the investing 
company. 
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For the purposes of computing investments in the same group, 
shares and debentures both should be taken into account. 

644^3 For making an investment in excess of the percentages 
specified in Section 372(2), the investment must be sanctioned by a 
resolution of the company in general meeting, and it should be 
approved by the Central Government. 

6.14.24 However the restrictions do not apply to investments up to 
any amount in right shares offered under Section 81(I)(a). Whereat 
any time the investing company intends to invest in shares other than 
right shares, for computing the aforesaid percentages, all investments 
including right shares should be taken into account. 

6.14J5 The investments must be sanctioned by the Board of 
Directors by a resolution unanimously passed at a meeting ol the 
Board and after giving notice of the resolution to every director as 
specified in Section 286. 

6.14.26 Under Section 372(6) a company is required to maintain a 
register of investments in shares and debentures of other companies. 

6.15 Current Assets, Loans and Advances 

6.15.1 The items under this head are required to be classified into 
(A) Current Assets and (B) Loans and Advances. 

6.16 Current Assets 

6.16.1 (1) Interest accrued on Investments. 

(2) Stores and spare parts. 

(3) Loose Tools. 

(4) Stock-in-trade. 

(5) Works in Progress. 

(6) Sundry debtors: 

(a) debts outstanding for a period exceeding six months. 

(b) Other debts: 

Less: Provision. 

(7A) Cash balance on hand. 

(7B) Bank balances- 

(a) with Scheduled Banks. 

(b) with others. 

6A62 In regard to interest accrued on investments, it should be 
noted that dividends declared by the subsidiary companies after the 
date of the balance sheet should not be included unless they are in 
respect of period which closed on or before the date of the balance 
sheet. 
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6.16.3 The current accounts with directors and manager, whether 
they are in credit or debit should be shown separately. 

6.16.4 If, in the opinion of the Board, any of the current assets, 
loans and advances have not a value on realisation in the ordinary 
course of business at least equal to the amount at which they are 
stated, the fact that the Board is of that opinion should be stated. For 
compliance with this requirement, it will be necessary for the auditor 
to ascertain the opinion of the Board. 

6.16.5 I n respect of stores and spare parts, stock-in-trade and works- 
in-progress, the mode of valuation should, be stated. In regard to 
loose tools, the mode of valuation is not required to be shown as 
usually they are re-valued every year. As regards stock-in-trade, the 
amount in respect of raw materials should be stated separately where 
practicable. 

6.16.6 Note (g) requires that any reference to benefits expected from 
contracts to the extent that they are not executed should not be made 
in the balance sheet but should be made in the Board’s report. 

6.16.7 The amounts to be shown under sundry debtors, according 
to Note (o), should include the amounts due in respect of goods sold 
or services rendered or in respect of other contractual obligations but 
shall not include the amounts which are in the nature of loans or 
advances. 

6.16.8 The provision in respect of bad and doubtful debts should be 
shown by way of deduction. Such provision should not exceed the 
amount of debts stated to be considered doubtful or bad and any 
surplus of such provision, if already created, should be shown under 
“Reserves and Surplus” on the liabilities side under a separate sub¬ 
head “Reserve for Doubtful or Bad Debts”. 

6.16.9 The sundry debtors should be classified as under: 

(a) according to age; 

(b) according to security and realisability; 

(c) showing separately, debts due by persons connected with the 
management and others. 

6.16.10 According to age, sundry debtors should be classified into: 

(i) debts outstanding for a period exceeding six months; 

(ii) other debts. 

6.16.11 According to security and realisability, sundry debtors 
should be classified as under: 
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(i) debts considered good and in respect of which the company is 
fully secured; 

(ii) debts considered good for which the company holds no security 
other than the debtor’s personal security; and 

(hi) debts considered doubtful or bad. 

6.16.12 The debts due from persons connected with the 
management and others should be classified as under: 

(a) debts due by directors or other officers of the company or any 
of them either severally or jointly with any other person; 

(b) debts due by firms in which any director is a partner; 

(c) debts due by private companies in which any director is a 
director or a member; 

(d) debts due from other companies under the same management 
(names of the companies should also be disclosed—vide 
Section 370(1B)). 

6.16.13 By way of a note the maximum amount due by directors or 
other officers of the company at any time during the year should be 
stated. An officer is defined by Section 2, clause (30). 

6.16.14 The cash balance on hand and the bank balances should be 
shown separately. In respect of bank balances, balances with 
Scheduled Banks and those with others are required to be shown 
separately. There should be separately shown balances lying with 
bankers on current accounts, call accounts and deposit accounts. 

6.16.15 In respect ofbalances with other than Scheduled Banks, the 
balances lying with each such banker on different accounts and the 
maximum amount outstanding at any timed uring the year from each 
such banker should be disclosed. The nature of interest of a director 
and his relative in each of the bankers (other than Scheduled Banks) 
should be stated. 

6.17 Loans and Advances 

6.17.1 (8) (a) Advances and Loans to subsidiaries. 

(b) Advances and Loans to partnership firms in which a 
company or any of its subsidiaries is a partner. 

(9) Bills of Exchange. 

(10) Advances recoverable in cash or in kind or for value to be 
received e.g.. Rates, Taxes, Insurance, etc. 

(11) Balances with Customs, Port Trust etc. (where payable on 
demand). 
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6.17^ The provisions in regard to disclosure of information in 
respect of “sundry debtors” also apply to “loans and advances” and 
in addition Note (i) requires disclosure of information as follows: 

(a) amounts due from other companies under the same 
management with the names of the companies—vide Section 
370 (IB); and 

(b) the maximum amount due from every one of these at any time 
during the year. 

6.18 Miscellaneous Expenditure 

6.18.1 The miscellaneous expenditure to the extent not written off 
or adjusted should be classified as follows: 

(1) Preliminary expenses. 

(2) Expenses including commission or brokerage on underwriting 
or subscription of shares or debentures. 

(3) Discount allowed on the issue of shares or debentures. 

(4) Interest paid out of capital during construction (also stating the 
rate of interest). 

(5) Development expenditure not adjusted. 

(6) Other items (specifying nature). 

6.18.2 Where interest is paid out of capital. Section 208 provides 
that the sums so paid by way of interest may be charged to capital as 
part of the cost of construction of the work or building or the 
provision of the plant. If the interest i.s capitalised in the manner 
aforesaid, it appears that it will not be required to be shown 
separately under item (4) above. 

6.19 Profit and Loss Account 

6.19.1 The debit balance of profit and loss account carried forward 
after deduction of the uncommitted reserves, if any, .should be shown 
separately under the item “Profit and Loss Account.” 

7 REQUIREMENTS AS TO PROFIT AND LOSS ACCOUNT 

7.1 It is already observed that Section 211 requires that profit and 
loss account of a company should give a true and fair view of the 
profit or loss of the company for the financial year and should comply 
with the requirements of Part 11 of Schedule VI, so far as they are 
applicable thereto. 

7.2 The said requirements do not apply to insurance or banking 
company or any company engaged in the generation or supply of 
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electricity or to any other class of company for which a form of 
profit and loss account has been specified in or under the Act 
governing such class of company. The power of the Central 
Government to exempt any company from the above provisions has 
been already discussed. 

73 The Act does not prescribe any form of profit and loss account 
but it merely gives the requirements in regard to the matters to be 
stated in the profit and loss account. 

7.4 The requirements of the said Part 11, apply in like manner to the 
income and expenditure account as they apply to a profit and loss 
accouni. 

7.5 The general requirements in regard to the profit and loss 
account are as under; 

1. The profit and loss account should be so made out as clearly to 
disclose the result of the working of the company during the 
period coNered by the account. 

2. It should disclose every material feature relating to the working 
results of the company’s business. 

3. It should also disclose clearly credits or receipts and debits or 
expenses in respect of non-recurring transactions or transactions 
of an exceptional nature. 

4. It should set out the various items relating to the income and 
expenditure of the company arranged under the most convenient 
heads. 

5. 1 he comparative figures relating to the corresponding previous 
period, whether a year, half year or a quarter, should be given in 
the profit and loss account. The comparative figures should be 
regrouped wherever necessary and in that case a note should be 
placed at the foot of the profit and loss account to that effect. 

6 . It should disclose in particular the information required by 
clause 3 of Pan II and it should contain or give by way of a note 
information required by clauses 4, 4A, 4B, 4C and 4D. 

7.6 Under clause 3, profit and loss account should disclose, in 
particular the following information in respect of the period covered 
by the account, 

7.7 Turnover 

7.7.1 The aggregate amount for which sales are effected by the 
company, must be shown as the gross figure, giving the amount of 
sales in respect of each class of goods dealt with by the company, and 
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indicating the quantities of such sales for each class separately. The 
turnover may be shown after making adjustments in respect of return 
of goods, trade discounts and allowances etc. 

7.7.2 The following amounts should not be deducted from sales but 
should be shown separately: 

(a) Commission paid to sole selling agents within the meaning of 
Section 294 of the Act. 

(b) Commission paid to other selling agents. 

(c) Brokerage and discount on sales, other than the usual trade 
discount. The usual trade discount according to standard 
accounting practice should be deducted from the sales but the 
particulars of any unusual trade discount should be separately 
disclosed. 

7.8 Stocks, Purchases, etc. 

7.8.1 In the case of manufacturing companies the following 
information must be disclosed: 

(a) The value of raw materials consumed, giving item-wise break¬ 
up and indicating the quantities thereof. In this break-up all 
important basic raw materials should be shown as separate 
items as far as possible. The intermediates or components 
procured from other manufacturers may be grouped under 
suitable headings without mentioning the quantities, if their list 
is too large to be included in the break-up. All those raw items 
which in value, individually, account for 10% or more of the 
total value of the raw material consumed shall be shown as 
separate and distinct items with value and quantities thereof in 
the break-up. The usual practice is to show the opening stock 
plus purchase of ^aw materials, minus the closing stocks so as to 
show the amount of raw materials consumed. 

(b) TTie opening and closing stock of goods produced giving break¬ 
up in respect of each class of goods and indicating the quantities 
thereof. 

7 .8.2 In case of trading companies, the purchases made and the 
opening and closing stocks, giving break-up in respect of each class of 
goods traded in by the company and indicating the quantities thereof 
should be stated. 

7.8.3 In the case of companies rendering or supplying services, the 
gross income derived from services rendered or supplied should be 
stated. 
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7^.4 In case of a company which falls under more than one of the 
categories mentioned in I, 2 and 3 above, it shall be sufficient 
compliance with the requirements, if the total amounts, in respect of the 
opening and closing stocks, purchases, sales and consumption of raw 
material with value and quantitative break-up and the gross income 
from services rendered are shown. 

7.8.5 For the disclosure of above information the following points 
should be noted: 

(i) The quantities should be expressed in quantitative 
denominations for which raw materials, purchases, stocks and 
the turnover are normally purchased or sold in the market as 
the case may be (Note 1). 

(ii) For the purposes of disclosure m respect of items 1, 2 and 4 
above, the items for which the company is holding separate 
industrial licences should be treated as separate class of goods. 
In case where a company has more than one industrial licence 
for production of the same item at different places or for 
expansion, the item covered by all such licences shall be treated 
as one class. In case of trading companies, import items should 
be classified according to the classification adopted by the 
Controller of Imports and Exports in granting the import 
licence (Note 2). 

(iii) All those items which in value individually account for 10% or 
more of the total value of the purchases, stocks, or turnover, as 
the case may be, are to be shown as separate and distinct items 
with the quantities thereof in the break-up. In respect of items 
other than the a oove items, in giving the break-up of purchases, 
stocks and turnover, items like spare parts and accessories, the 
list of which is too large to be included in the break-up, may be 
grouped under suitable headings without quantities (Note 3). 

7 .8.6 In the case of concerns other than the above, the gross income 
derived under the different heads should be shown. 

7.9 Works in Progress 

7 .9.1 In the case of all concerns having works in progress there 
should be shown: 

1. The amounts for which such works have been completed at the 
commencement of the accounting period, and 

2. The amounts for which such works have been completed at the 
end of the accounting period. 
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7.9.2 In the case of manufacturing concerns it is recommended that 
the opening and the closing stocks of semi-finished goods or the 
opening and the closing amount of work in progress, as the case may 
be, should be stated. 

7.10 Provision for depreciation 

7.10.1 The amount provided lor depreciation, renewals or 
diminution in the value of fixed assets should be separately stated. It 
is suggested that the particulars of any obsolescence loss written off 
should be separately given. 

7.10.2 Where such provision is not made by means of a depreciation 
charge, the method adopted for making such provision and the 
amount should be stated. 

7.10.3 In case no provision is made for depreciation, the fact that no 
provi.sion has been made should be stated. 

7.10.4 The quantum of arrears of depreciation computed in 
accordance with Section 205(2) of the Act should be disclosed byway 
of a note. 

7.10.5 The provision for depreciation, in excess of the amount, 
which, in the opinion of the directors is reasonably necessary for the 
purpose, should be treated as a reserve and not as a provision. If 
there has been any change in the method of depreciation the elfect of 
the change should be clearly stated by way of a note. 

7.11 Interest 

7.11.1 The amount of interest on the company’s debentures and 
loans for fixed periods should be separately stated. 

7.11.2 There should be stated separately the amount of interest, if 
any, paid or payable to the managing director and the manager. 

7.12 Provision for taxation 

7.12.1 The amount of charge for Indian income-tax and other 
Indian taxation on profits should be shown separately. 

7.12.2 Where practicable, with Indian income-tax there should be 
also stated any ta.xation imposed elsewhere to the extent of the relief, 
if any, from the Indian income-tax. 

7.123 Where practicable, a distinction should be made between 
income-tax and other taxation. Different types of taxes should be 
shown separately. 

7.12.4 Any adjustment to the provision for taxation on 



THE AUDIT OF A LIMITED COMPANY -II 


379 


determination of the actual liability should be adjusted through the 
profit and loss appropriation account and the difference, if material, 
should be clearly shown. 

7.12.5 In cases where a company has made a profit during the year 
but no tax is payable on account of carry forward of loss, depre¬ 
ciation etc., it is recommended that an appropriate note may be 
given explaining the reasons why provision for taxation has not been 
made. This subject is further dealt with in § 9 infra. 

7.13 Reserves for repayment of share capital or loans 

7.13.1 The amounts reserved for: 

1. Repayment of share capital; and 

2. Repayment of loans 

are to be shown separately. 

7.13.2 It is unusual for a company to make provision for repayment 
of share capital. However, in the ca.se of redeemable preference shares 
it is possible that the terms of issue may require the company to 
reserve a part of the profit for ultimate redemption of such preference 
shares. 

7.133 1 he re.seive created for redemption of debentures should be 
separately shown. 

7.14 Reserves 

7.14.1 The aggregate, if material, of any amounts set aside or 
proposed to be set aside to reserves must be separately shown. Such 
amounts should not include provisions made to meet any specific 
liability, contingency or commitment known to exist at the date as at 
w hich the balance sheet is made out. For this purpose the distinction 
between “provision” and “reserve” should be borne in mind. 

7.14.2 The aggregate, if material, of any amounts withdrawn from 
such reserves also must be separately shown. 

7.15 Provisions 

7.15.1 The aggregate, if material, of the amounts set aside to make 
provisions for specific liabilities, contingencies, or commitments should 
be separately shown. 

7.15.2 The aggregate, if material, of the amounts withdrawn from 
such provisions, as no longer required, should be separately stated. 

7.15.3 Clau.se 5, Part II, Schedule VI, provides as under: 
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The Central Government may direct that a company shall not be 
obliged to show the amount set aside to provisions other than those 
relating to depreciation, renewal or diminution in value of assets, if the 
Central Government is satisfied that the information should not be 
disclosed in the public interest and would prejudice the company, but 
subject to the condition that in any heading stating an amount arrived 
at after taking into account the amount set aside as such, the 
provision shall be so framed or marked as to indicate that fact. 

7.15.4 Where additions to or withdrawals from reserves and 
provisions have been made during the year and such transfers affect 
the profit and loss account, the amounts involved, if material, must be 
shown separately in that account or by way of a note. Where, however 
the additions or withdrawals are capital transactions, e.g., a transfer to 
capital reserve of a capital profit, such transactions should either 
appear on the face of the balance sheet or in a statement or report 
annexed thereto. The source from which the increase has been 
derived or the manner in which the decrease has been applied must be 
shown clearly. 

7.15.5 The amount of provision, in excess of the amount which in 
the opinion of the directors is reasonably necessary for the purpose, 
should be treated as a reseiA/e and not as a provision. 

7.15.6 A proper distinction must be made between provisions and 
liabilities. Only the amount retained by way of providing for any 
known liability of which the amount cannot be determined with 
substantial accuracy should be termed as a provision. The term 
“liability” includes all liabilities in respect of expenditure contracted 
for and all disputed or contingent liabilities. 

7.16 Other expenditure 

7.16.1 The expenditure incurred on each of the following items 
should be shown .separately: 

1. Consumption of stores and spare parts; It is not necessary to 
disclose separately the opening stock, purchases and closing 
stock of stores and spare parts. It is suggested that where the sales 
of such items are material, such amounts should be separately 
disclosed. 

2. Power and fuel. 

3. Rent—including rent for factory, office, godowns, etc. 

4. Repairs to buildings. 

5. Repairs to machinery; Where repairs to buildings or machinery 
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have been carried out departmentally, it is recommended that the 
expenditure under various heads such as salaries and wages, 
stores, etc., should be allocated to repairs account and the 
expenses so allocated should also be indicated by way of a note 
under their respective heads. 

6 . (a) Salaries, >\^ges and bonus including gratuity, compensation, 

etc. 

(b) Contribution to provident and other funds. 

(c) Workmen and staff welfare expenses to the extent not 
adjusted from any previous provision or reserve. If such 
expenditure is adjusted against any previous provision or 
reserve, such information should also be given in the balance 
sheet under the relevant provision or reserve account. In 
respect of sub-items (a) & (b) above the break-up of the 
expenditure incurred on the following employees should be 
given: 

(i) who is employed throughout the financial year and is in 
receipt of total remuneration of not less than rupees 
thirty-six thousand; or 

(ii) who is employed for a part of such year and is in receipt 
of total remuneration at the rate of not less than rupees 
three thousand per month. 

The note should also indicate the number of employees 
falling in each of the above two categories. The 
remuneration for this purpose includes honoraria and has 
the same meaning as in the Explanation to Section 198. The 
monetary value of the perquisites should be computed in 
accordance with the provisions of Income-tax Act, 1961 and 
the rules made thereunder. 

7. Insurance. 

8 . Rates and taxes, excluding taxes on income: This item will cover 
local taxes, property tax, water tax, vehicle tax. State sales-tax. 
Central sales-tax, etc. It is suggested that the amount of sales-tax 
should be separately shown. 

9. Miscellaneous expenses: Any item under which the expenses 
exceed 1% of the total revenue of the company or rupees five 
thousand whichever is higher, should be shown as a separate and 
distinct item under an appropriate head in the profit and loss 
account. It should not be combined with any other item to be 
shown under “Miscellaneous Expenses”. 
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7.17 Income from investments 

7.17.1 The amount of income from: 

Trade investments and other investments should be separately 
shown. 

Other income by way of interest must be separately stated, 
ecifying the nature of the income. 

If the gross income is stated in respect of the above items, the 
nount of income-tax deducted must be separately shown. 

18 Profits or losses etc. 

.18.1 The profits or losses on investments to the extent not adjusted 
om any previous provision or reserve should be shown separately. If 
le profits or losses on investments are adjusted against any previous 
revision or reserve such information should also be given in the 
alance sheet under the relevant provision or reserve account. The 
rofits or losses earned or incurred on account of membership of a 
artnership firm should be shown separately. 

.18.2 Profits or losses, if material in amount, in respect of 
ransactions of a kind, not usually undertaken by the company or 
mdertaken in circumstances of an exceptional or nonrecurring 
lature should be shown separately. 

M8.3 Miscellaneous income: It is recommended that where the 
imount of miscellaneous income is material in amount the nature of 
:he income should be stated. 

7.19 Subsidiary companies 

7.19.1 The amount of dividend from subsidiary companies and 
provisions for losses of subsidiary companies, should be separately 
stated. Note (f) under the form of balance sheet requires that 
dividends declared by subsidiary companies after the date of the 
balance sheet should not be included unless they are in respect of 
period which closed on or before the date of the balance sheet. 

7.20 Dividends 

720.1 The aggregate amount of dividends paid and proposed 
should be stated separately. It should also be stated whether such 
amounts are subject to deduction of income-tax or not. 

7.21 Basis of accounting 

721.1 The amount by which any items shown in the profit and loss 
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account are affected by any change in the basis of accounting, if 
material, should be disclosed. If there has been any change in the 
method of valuation of stock-in-trade or work-in-progress or the 
basis of providing for depreciation or any change from the cash to the 
mercantile system of accounting, the effect should be clearly 
disclosed. 

721.2 Clause 4, Part 11, Schedule VI, requires that the profit and 
loss account should contain or give by way of a note detailed 
information in respect of payments provided or made during the 
financial year to: 

1. Directors; 

2. Managing Directors; or 

3. Manager. 

7.213 The disclosure should be not only m respect of payments 
provided or made by the company but also by the subsidiaries of the 
company and any other person. Such information should be detailed 
as under: 

1. Managerial remuneration under Section 198 of the Act paid or 
payable during the financial year to the directors (including 
managing directors), or manager, if any. 

2. Other allowances and commission including guarantee 
commission (details to be given). 

3. Any other perquisites or benefits in cash or in kind (stating 
approximate money value where practicable). 

4. Pensions, etc.: 

(a) Pensions. 

(b) Gratuities. 

(c) Payments from provident funds, in excess of own 
subscriptions and interest thereon. 

(d) Compensation for loss of office. 

(e) Consideration in connection with retirement from office. 

7.21.4 It should be noted that Section 221 casts a duty on the officer 
of the company and other persons to give particulars and information 
required to be given in the balance sheet or profit and loss account of 
a company. Such particulars and information should be furnished by 
them in as full a manner as possible whenever so required by the 
company’s auditor. 

7213 Clause 4A requires that the profit and loss account should 
contain or give by way of a note a statement showing the computation 
of net profits in accordance with Section 349 of the Act together with 
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relevant details of the calculation of the commissions payable byway 
of percentage of such profits lo ; 

1. Directors; 

2. Managing Directors; or 

3. Manager. 

7J21.6 Clause 4B requires that the profit and loss account should 
contain, or give by way of a note, detailed information in regard to 
amounts paid to the auditor, whethei as fees, expenses, or otherwise 
for services rendered: 

(a) as auditor; 

(b) as adviser, or in any other capacity, in respect of 

(i) taxation matters, 

(ii) company law matters; 

(iii) management services; and 

(c) in any other manner. 

7.21.7 The Institute of Chartered Accountants of India has 
recommended that the disclosure be made underthe following heads: 

(1) Audit fee; 

(2) Fee for tax representation; 

(3) Fee for company law matters; 

(4) Fee for management services; 

(5) Fee for internal auditing; 

(6) Expenses reimbursed to auditors; 

(7) Other services. 

12\M Clause 4C requires that in the case of manufacturing 
companies, the profit and loss account shall also contain by wav of a 
note, detailed quantitative information in respect of each class of 
goods manufactured, in regard to the following; 

(a) licensed capacity (where licence is in force)asonthe last date of 
the year; 

(b) the installed capacity as on the last date of the year; and 

(c) the actual production in respect of the finished products meant 
for sale. In cases where semi-processed products are also sold, 
separate details thereof shall be given. 

721.9 For the above purposes the items for which there are 
separate industrial licences shall be treated as separate classes of 
goods. In respect of an item where there is more than one industrial 
licence for production at different places or for expansion of the 



THE AUDIT OF A LIMITED COMPANY- II 


385 


licensed capacity, the item covered by all such licences shall be treated 
as one class. 

7.21.10 Clause 4D requires that the profit and loss account shall also 
contain by way of a note the following information: 

(a) Value of imports calculated on C.I.F. basis during the financial 
year in respect of: 

(i) raw materials; 

(ii) components and spare parts; 

(iii) capital goods. 

(b) Expenditure in foreign currency during the year on account of 
royalty, know-how, professional consultation fees, interest, and 
other matters. 

(c) The value of: 

(i) all imported raw materials, spare parts and components 
consumed, 

(ii) the value of all indigenous raw materials, spare parts and 
components consumed, and 

(iii) the percentage of each item in (i) and (if) above, to the total 
consumption. 

(d) The amount remitted during the year in foreign currencies on 
account of dividends. A specific mention should be made of the 
number of non-resident shareholders, the number of shares held 
by them on which the dividends were due and the year to which 
the dividends relate. 

(e) Earnings in foreign exchange classified as under: 

(i) exports of goods calculated on F.O.B. basis; 

(ii) royalty, know-how, professional and consultation fees; 

(iii) interest and dividend; 

(iv) other income, indicating the nature thereof. 

7.21.11 The company must also disclose the total amount 
contributed to National Defence Fund or other approved funds for 
the purpose of National Defence, during the financial year to which 
the account relates. 

8 HOLDING AND SUBSIDIARY COMPANIES 

8.1 Definitions 

8.1.1 Section 4, Companies Act, 1956, defines “holding company” 
and “subsidiary”. Section 4(1) provides that a company, subject to 
the provisions of sub-section (3), shall be deemed to be a subsidiary of 
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another if, but only if,— 

(а) that other controls or by virtue of Section 4(2) is deemed to 
control the composition of its Board of Directors; or 

(б) . that other— 

(/) where the first-mentioned company is an existing company 
in respect of which the holders of preference shares issued 
before the commencement of this Act have the same voting 
rights in all respects as the holders ot equity shares, exercises 
or contiols more than hall of the total voting power of such 
company; 

(ii) where the first-mentioned company is any other company, 
holds more than half in nominal value of its equity share 
capital; or 

(c) the first-mentioned company is a subsidiary of any company 
which is that other’s subsidiary. 

8.1.2 Section 4(3) provides as under: 

In determining whether one company is a subsidiary of another — 

(a) any shares held or power exercisable by that other company in a fiduciary 
capacity shall be treated as not held or exercisable by it; 

(b) subject to the provisions of clauses (c) and (d), any shares held or power 
exercisable — 

(i) by any person as a nominee for that other company (except where that other 
is concerned only in a fiduciary capacity); or 

(ii) by, or by a nominee for, a subsidiary of that other company, not being a 
subsidiary which is concerned only in a fiduciary capacity; 

shall he treated as held or exercisable by that other company; 

(c) any shares held or power exercisable by any person by virtue of the provisions of 
any debentures of thefirst-mentioned company or of a trust deed for securing any 
issue of such debentures shall be disregarded; 

(d) any shares held or power excercisahle by, or by a nominee for, that other or its 
subsidiary (not being held or exercisable as mentioned in clause (c)) shall be 
treated as not held or exercisable by that other, if the ordinary business of that 
other or its subsidiary, as the case may be, includes the lending of money and the 
shares are held or the power is exercisable as aforesaid by way of security onlyfor 
the purposes of a transaction entered into in the ordinary course of that business. 

8.1.3 Sub-sections (6) and (7) make provisions in respect of a body 

corporate which is incorporated in a country outside India. 

8.2 Requirements as to Balance Sheet, etc. 

8.2.1 Under Part I, Schedule VI, the Balance Sheet of a holding 

company, should separately disclose: 

1. Secured loans and advano^s from subsidiaries; 



THE AUDIT OF A LIMITED COMPANY—II 


387 


2. Unsecured loans and advances from subsidiaries; 

3. Current liabilities due to subsidiaries; 

4. Investments in shares, debentures or bonds of subsidiary 
companies; 

5. Advances and loans to subsidiaries. 

8^.2 In case of a subsidiary company, the number of shares held by 
the holding company as well as by the ultimate holding company and 
its subsidiaries must be separately stated under the head “Share 
Capital”. 

8J.3 Section 212 provides that there should be attached to the 
Balance Sheet of a holding company having a subsidiary or 
subsidiaries at the date of its Balance Sheet, the following documents 
in respect of each such subsidiary: 

(fl) a copy of the balance sheet of the subsidiary; 

{b) a copy of its profit and loss account; 

(c) a copy of the report of its Board of Directors; 

{d) a copy of the report of its auditors; 

(e) a statement of the holding company's interest in the subsidiary as 
specified in sub-section (3) which reads as under: 

The statement referred to in clause (e) of subsection (1) shall specify— 

(a) the extent of the holding company's interest in the subsidiary at the end of the 
financial year or of the last of the financial years of the subsidiary referred to in 
subsection (2); 

(b) the net aggregate amount, so far as it concerns members of the holding company 
and is not dealt with in the company's accounts, of the subsidiary's profits after 
deducting its losses or vice versa — 

(i) for the financial year or years of the subsidiary aforesaid: and 

(ii) for the previous financial years of the subsidiary since it became the holding 
company's subsidiary; 

(c) the net aggregate amount of the profits of the subsidiary after deducting its losses 
or vice versa — 

(i) for the financial year or years of the subsidiary aforesaid: and 

(ii) for the previous financial years of the subsidiary since it became the holding 
company’s subsidiary; 

so far as those profits are dealt with, or provision is made for those losses, in the 
company's accounts. 

Clauses (b)and (c) of sidy-section (3) shall apply only to profits and losses of the 
subsidiary which may properly be treated in the holding company’s accounts as 
revenue profits or losses, and the profits or losses attributable to any shares in a 
subsidiary for the time being held by the holding company or any other of its 
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subsidiaries shall not (for that or any other purpose) be treated as aforesaid so far as 
they are profits or lossesfor the period before the date on or as from which the shares 
were acquired by the company or any of its subsidiaries, except that they may in a 
proper case be so treated where — 

(a) the company is itself the subsidiary of another body corporate: and 

(b) the shares were acquired from that body corporate or a subsidiary of it: 


and for the purpose of determining whether any profits or losses are to be treated as 
profits or losses for the said period, the profit or loss for any financial year of the 
subsidiary may. if it is not practicable to apportion it with reasonable accuracy by 
reference to the facts, be treated as accruing from day to day during that year and be 
apportioned accordingly. 

(f) the Statement referred to in sub-section (5)—which provides as 
under: 

Where the financial year or years of a subsidiary referred to in sub-section (2) do not 
coincide with the financial year of the holding company, a statement containing 
information on the following matters shall also be attached to the balance sheet of the 
holding company: 

(a) whether there has been any, and, if so, what change in the holding company's 
interest tn the subsidiary between the end of the financial year or of the last of the 
financial years of the subsidiary and the end of the holding company's financial 
year: 

(b) details of any material changes which have occurred between the end of the 
financial year or of the last of the financial years of the subsidiary and the end of 
the holding company's financial year in respect of— 

(i) the subsidiary’s fixed assets: 

(ii) its investments: 

(Hi) the moneys lent by it: 

(tv) the moneys borrowed by it for anv purpose other than that of meeting 
current liabilities. 


(g) the report referred to in sub-section (6) which provides that— 


If. for any reason, the Board of Direi tors of the holding CQpifiany is unable to obtain 
information on any of the matters required to be specjfifd by subsection (4). a report in 
writing to that effect shall be attached to the (xtlance sheet of the holding company. 

8.2.4 The Central Government may, on the application or with the 
consent of the Board of Directors of the company, direct that the 
provisions of Section 212 shall not apply in relation toany subsidiaiy 
or shall apply only to such extent as may be specified in the direction. 

8.2.5 The balance sheet referred to in Section 212(l)(a) should be 
made out in accordance with the following requirements: 
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(1) Where the financial year of the subsidiary coincides with that 
of the holding company, the balance sheet should be prepared 
as at the end of the financial year of the subsidiary. 

(2) Where the financial year of the subsidiary does not coincide 
with that of the holding company, the balance sheet of the 
subsidiary should be prepared as at the end of the last financial 
year of the subsidiary ending before that of the holding 
company. 

8.2.6 The profit and loss account, the report of the Board of Directors 
and report of the auditors, referred to above, should be made out, in 
accordance with the requirements of the Act for the financial year of 
the subsidiary as aforesaid. 

8.2.7 Where the financial years of the subsidiary and the holding 
company do not coincide, the financial year of the subsidiary should 
not end on a day which precedes the end of the holding company’s 
financial year by more than six months. 

8 .2.8 In case, the financial year of a subsidiary is shorter than that of 
a holding company, the financial year of the subsidiary for the 
purposes of clauses (a), {b) and (c) of Section 212(2) would mean two 
or more financial years of the subsidiary the duration of which, in the 
aggregate, does not exceed that of the holding company’s financial 
year. 

8.2.9 The persons referred to in Section 209(6) or persons charged 
with the duty of seeing that the provisions of Section 212 are 
complied with, are liable to imprisonment upto six months or a fine 
up to rupees one thousand or both for default in compliance with the 
piovisions of Section 212. 

8.2.10 Section 213 gives power to the Central Government to issue 
necessary directions to enable the holding company ora subsidiary to 
extend the financial year so that the financial years of both of them 
may coincide. 

8.3 Rights in respect of Books of Subsidiaries 

8 J.1 Under Section 214, a holding company may, by resolution, 
authorise representatives named in the resolution to inspect the 
books of account kept by any of its subsidiaries. Such books of 
account shall be open to inspection by those representatives at any 
time during business hours. 

83.2 The right conferred by Section 235, to apply to the Central 
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Government for investigation of the affairs of a company may be 
exercised, in respect of any subsidiary, by members of the holding 
company as if they alone were members of the subsidiary. 

8.4 Audit of Holding Company 

8.4.1 In the accounts of the holding company the shares held in and 
indebtedness to and by subsidiaries must be shown separately, and in 
order that he may report that the Balance Sheet shows a true and fair 
view of the affairs of the company, the auditor must take whatever 
steps may be necessary to satisfy himself as to the values placed upon 
these items. In this respect his duty differs in no way from that in 
relation to other assets and liabilities of the holding company. 

8.4.2 For the purpose of such verification the auditor should 
examine the last Balance Sheets and accounts of the subsidiary 
companies in order to form an opinion, as far as he is able whether or 
not the shares held therein are worth the values placed upon them in 
the holding company’s Balance Sheet. If it is found that any of the 
subsidiary companies have suffered losses, this might have the effect 
of red ucing the value of the shares below their book value, and if such 
diminution in value has not been provided for in the accounts of the 
holding company, the auditor should consider the need to refer to this 
fact in his report. 

8.4.3 Further, the Balance Sheets and Profit and Loss Accounts of 
the subsidiaries should be consulted by the auditor of the holding 
company to enable him to verify to what extent the profits and/or 
losses of the subsidiary companies have been incorporated in the 
holding company’s accounts. Furthermore, where a subsidiary 
company is indebted to its holding company, an examination of the 
Balance Sheet and accounts of that subsidiary by the auditor of the 
holding company is necessary to ascertain whether that subsidiary is 
apparently solvent, and whether or not some provision for possible 
loss in connection with that indebtedness of (he subsidiary should be 
made by the holding company. 
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1 DIRECTORS 

1.1 Appointment of Directors 

1.1.1 The term “Director” includes any person occupying the 
position of director, by whatever name called. Every public company 
(other than a company becoming public by virtue of Section 43A) 
must have at least three directors and every other company must have 
at least two directors. Only an individual can be appointed a director 
of a company. A company in general meeting may, subject to the 
provisions of the Act and Articles, by ordinary resolution increase or 
reduce the number of directors; but in the case of a public company 
or a private company which is a subsidiary of a public company 
such increase requires prior approval of the Central Government, 
subject to exceptions. 

1.2 Qualifications 

1.2.1 It is the duty of every director who is required to hold 
qualification shares by Articles, to obtain his qualification shares 
within two months after his appointment. 

1.2.2 Any provision in the Articles requiring a person to hold 
qualification shares before his appointment or to obtain them 
within a shorter time tnan two months after his appointment, is void. 
1J2J These provisions do not apply to a private company unless it is a 
subsidiary of a public company. 

2 MEETINGS OF BOARD 

2.1 Under Section 285, a meeting of the Board of Directors m.iist be 
held at least once in every three months and at least four such 
meetings should be held in every year. The Central Government, 
however, has power to exempt any class of companies from this 
provision. Notice of every meeting of the Board must be given in 
writing to every director in India and to other directors at their usual 
addresses in India. 

2.2 The quorum for a meeting of the Board of Directors is fixed by 
Section 287 at one-third of its total strength (any fraction contained in 
that one-thiixi being rounded off as one) or two directors whichever 
is higher. Under Section 300, an interested director cannot parti¬ 
cipate or vote in Board’s proceedings nor can his presence be 
counted for the purpose of forming a quorum at the relevant time. 
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If at any time the number of interest directors exceeds or is equal to 
two-thirds of the total strength, the number of lemaining directors, 
present at the meeting, but not less than two shall be the quorum 
during such time. Under Section 289, a circular resolution cannot be 
deemed to be passed unless the resolution, together with the 
necessary papers, has been circulated to all the directors then in India 
(being not less than the required quorum) and to all other directors at 
their usual addresses and has been approved by such directors as are 
then in India or by a majority of such of them as are entitled to vote on 
the resolution. 

3 POWERS OF BOARD 

3.1 The Act makes specific provisions in regard to the powers that 
may or may not be exercised by the directors and also the manner in 
which such powers are to be exercised. Section 291 provides that: 

(!) Subject to the provisions of ihis Act, Board of Directors of a company shall 
he entitled to exercise all such powers, and to do all such acts and things, as the 
company is authorised to exercise and do- 

Provided that the Board shall not exerci.se any power or do an r act or thing which is 
directed or required, whether by this or any other Act or by the memorandum or 
articles of the company or otherwise, to be exert ised or done by the company in general 
meeting: 

Provided further that in exercising any such powei or doing any such act or thing, 
the Board shall be suh/ect to the provisions contained in that behalf in this or any other 
Act, or in the memorandum or articles of the company, or in any regulations not 
inconsistent therewith and duty made thereunder, including regulations made by the 
company in general meeting. 

(2) No regulation made by the company in general meeting shall invalidate any 
prior act of the Board y:hich would have been valid if that regulation had not been 
made. 


3.2 Section 292 provides that the Board of Directors of a company 
shall exercise the following powers, on behalf of the company, and it 
shall do so only by means of resolutions passed at meetings of the 
Board: 

(a) the power to make calls on shareholders in respect of money 
unpaid on their shares; 

(b) the power to issue debentures; 

(c) the power to borrow moneys otherwise than on debentures; 

(d) the power to invest the funds of the company; and 

(e) the power to make loans. 

3 J However, the Board may, by a resolution, delegate the powers 
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Specified in clause (c), {d) and (e) to: (/) any committee of directors; 
(lO the managing director; (ii7) the manager or(/v) any other principal 
officer of the company or (v) in the case of a branch office, the 
principal officer of the branch. The delegation is subject to such 
conditions as the Board may prescribe in the resolution which must 
also specify: 

(0 in case of clause (c) the total amount outstanding at any one 
time up to which moneys may be borrowed by the delegate; 
(I'O in case of clause (d), the total amount up to which the funds may 
be invested and the nature of the investments which may be 
made, by the delegate; 

(ill) in case of clause (e), the total amount upto which loans may be 
made by the delegate, the purposes for which the loans may be 
made and the maximum amount of loans which may be made 
for each such purpose in individual cases. 

3.4 The transactions of a bank in the ordinary course of its business 
are not deemed to be either borrowing or making loans. In respect of 
dealings with its banks, the power specified in clause (c) means the 
arrangement made by the company with its bankers for the 
borrowing of moneys by way of overdraft or cash credit or otherwise 
and not the actual day to day operation on overdraft, cash credit Or 
other accounts by means of which such arrangement is actually 
availed of. 

3.5 Section 293 provides that the Board of Directors of a public 
company or of a private company which is a subsidiary of a public 
company, shall not, except with the consent of the company in 
general meeting: 

faj sell, lease or otherwise dispose of the whole, or substantially the whole, of the 
undertaking of the company, or where the company owns more than one 
undertaking, of the whole, or substantially the whole, of any such undertaking; 

[However, the said restriction does not apply to the selling or the 
leasing of any property of the company where the ordinary business 
of the company consists of, or comprises such selling or leasing.] 

(b) remit, or give time for the re-payment of, any debt due by a director except in the 
case of renewal or continuance of an advance tnade by a banking company to its 
director in the ordinary course of business; 

(c) invest, otherwise than in trust securities, the amount of compensation received by 
the company in respect of the compulsory acquisition, after commencement of 
this Act, of any such undertaking as is referred to in clause (a), or oj any premises 
or properties used for any such undertaking and without which it cannot he 
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carried on or can he carried on only with difficulty or only after a considerable 
time: 

(d) borrow moneys after the commencement of this Act, where the moneys to be 
borrowed, together with the moneys already borrowed by the com/xiny (apart 
from temporary loans obtained from the company's bankers in the ordinary 
course of business), will exceed the aggregate of the paid-up capital of the 
company and its free reserves, that is to say, reserves not to set apart for any 
specific purpose; or 

[The acceptance by a banking company, in the ordinary course of 
its business, of deposits of money from the public, repayable on 
demand or otherwise, and withdrawable by cheque, draft, order or 
otherwise, shall not be deemed to be a borrowing of moneys by the 
banking company within the meaning of clause (d) of sub-section (I).] 
The expression “temporary loans” in clause (d) means loans 
repayable on demand or within six months from the date of the loan 
such as short term cash credit arrangements, the discounting of bills 
and the issue of other short term loans of a seasonal character, but 
does not include loans raised for the purpose of financing 
expenditure of a capital nature. 

(e) contribute, after the commencement of this Ad, to charitable and otherfunds not 
directly relating to the business of the company or the welfare of its employees, 
any amounts the aggregate of which will, in any financial year, exceed fifty 
thousand rupees, or five per tent, of its average net profits as determined in 
accordance with the provisions of section 349 and 350 during the three financial 
years immediately preceding, whichever is greater. 

3.6 A resolution passed by the company in general meeting, in 
relation to the exercise of the power referred to: 

(0 In clause (a), may specify the including conditions regarding the 
use, disposal or investment of the sale proceeds which may 
result from the transaction. 

(I'O In clause (d). shall specify the total amount up to which moneys 
may be borrowed by the Board of Directors. 

(Hi) In clause (e), shall specify the total amount which may be 
contributed to charitable and other funds in any financial year. 

4 CONTRACTS WITH DIRECTORS ETC. 

4.1 If a director is in any way, whether directly or indirectly, 
concerned or interested in a contract or an arrangement or proposed 
contract or arrangement with the company, he must disclose the 
nature of his interest at a meeting of the directors in the manner 
provided in Section 299. However, this provision shall not apply to 
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any contract or arrangement entered into or to be entered into 
between two companies where any of the directors of the one 
company or two or more of them together holds or hold not more 
than two per cent of the paid-up share capital in the other company. 
Under Section 299(3) general notice may be given to the Board by a 
director in respect of contracts with any specified concerns in which 
he is to be regarded as interested, such notice is deemed to be a 
sufficient disclosure of his interest. Such general notice shall expire at 
the end of the financial year in which it is given but may be renewed. 
An interested director ot a company, under Section 300, cannot take 
part in the discussion of or vote on any such contract or arrangement 
in which he is interested or concerned, whether directly or indirectly 
and his presence shall not be counted for the purpose of forming a 
quorum, subject to exceptions mentioned in Section 300(2). 

4.2 Section 302 provides for disclosure by a company to its 
members, of interest of a director, where a company: 

(a) enters into a contract for the appointment of a manager of the 
company, in which contract any director of the company is in 
any way, whether directly or indirectly, concerned or 
interested; or 

(b) varies any such contract already in existence and in which a 
director is concerned or interested as aforesaid. 

4.3 A company must keep a register of contracts, companies and 
firms in which directors are interested, containing particulars of all 
contracts or arrangements to which Section 297 or Section 299 
applies and other specified particulais in the manner provided by 
Section 301, 

5 BOARD’S SANCTION FOR CONTRACTS 
Section 297 provides that: 

(I) Except with the consent of the Board of Dnector.^ of a company, director oj the 
company or his relative, a firm in which such a director or relative is a partner, any 
other partner in such a firm, or a private company of which the director is a member or 
director, shall not enter into any contract with the company- 
fa) for the sale, purchase or supply of any goods, materials or services; 
or 

(h) after the commencement of this Act, for underwriting the subscription of any 
shares in. or debentures of, the company: 
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Provided ihat in the case of a company having a paid-up share capital of not less 
than rupees one crore, no such contract shall he entered into except with the previous 
approval of the Central Government. 

(2) Nothing contained in clause (a) of .sub-section (1) shall affect — 

(o) the purcha.se of goods and materials from the company, or the .sale ofgoods and 
materials to the company, by any director, relative, firm, partner or private 
company as aforesaid for cash at prevailing market prices; or 

(b) any contract or contracts between the company on one side and any such 
director, relative, firm, partner or private company im the other for sale, 
purchase or supply of any goods, materials and .services in which either the 
company or the director, relattve, firm, partner or private company, as the case 
may he, regularly trades or does business: 

Provided that such contract or contracts do not relate to goods and materials 
the value of which, or services the cost of which. e.xceeJs five thousand rupees in 
the aggregate in any year compri.sed in the period of the i ontract or contracts; or 

(c) in the ca.se of a banking or insurance company any transaction in the ordinary 
course of business of such company with any director, relattve, firm, partner or 
private company as aforesaid. 

(3) Notwithstanding anything contained in subsections (1) and (2). a director, 
relative, firm, partner or private compan »’ as aforesaid ma r, in circumstances of urgent 
necessity, enter, without obtaining the coment of the Board, into any contract with the 
company for the sale, purchase or supply of any goods, materials or.services even if the 
value of such goods or cost of such services exceeds five thousand rupees in the 
aggregate in any year comprised in the period of the contract; but in such a case, the 
consent of the Board shall be obtained at a meeting within three months of the date on 
which th-' contract was entered into. 

(4) Every consent of the Board required under this section shall he accorded by a 
resolution passed at a meeting of the Board and not otherwise, and the consent of the 
Board required under subsection (I) shall not he deemed to have been given within the 
meaning of that sub-seciion unless the consent is accorded before the contract is 
entered into or within three months of the date on which it was entered into 

(5) If consent is not accorded to any contract under this section, anything done in 
pursuance of the contract .shall he voidable at the option of the Board. 

(6) Nothing in this section shall apply to any ca.se where the consent hdS been 
accorded Id the contract before the commencement of the Companies (Amendment) 
Act, I960. 

6 RESTRICTIONS ON HOLDING OFFICE OR PLACE OF 
PROFIT 

6.1 Section 314 provides that: 

(1) Except with the consent of the company accorded by a special resolution,— 
(a) no director of a company shall hold any office or place of profit, and 
(h) no partner or relative of such director, no firm in which .such director, or a rekttive 
of such director, is a partner, no private company of which such director is a 
director or member, and no director or manager of such a private compan v. shall 
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hold any office or place of profit carrying a total monthly remuneration of five 
hundred rupees or more, 

except that of managing director or manager, hanker or trustee for the holders of 
debentures of the company— 

(i) under the company: or 

(ii) under any subsidiary of the company, unless the remuneration received from 
such subsidiary in respect of suih office or place of profit is paid over to the 
company of its holding company: 

Provided that it shall he sufficient if the special resolution act ording the consent of 
the company is passed at the general meeting of the < onipan y held for the first time 
after the holding of such office or place of profit: 

Provided further that where a relaiiw of a director ora firm in which such relative is 
a partner, is appointed to an office or place of profit under the compan v or a subsidiary 
thereof without the knowledge of the director, the consent of the company may he 
obtained either in the general meeting aforesaid or within three months from the date 
of the appointment, whichever is later 

Explanation: For the purpose of this subsection, a special resolution accoiding 
consent shall be necessary for every appointment in the first instance to an office or 
place of profit and to every subsequent appointment to such office or place ofprofit on 
a higher remuneration not covered by the special resolution, except where an 
appointment on a time scale has already been approved by the special resolution. 

(I A) Nothing in subsection (I) shall apply where a relative of a director or firm in 
which such relative is a partner holds any office or place ofprofit under the company or 
a subsidiary thereof having been appointed to such office or a place before such 
director becomes a director of the company. 

(IB) Notwithstanding anything contained in sub-section (If— 

(a) no partner or relative of a director or manager: 

(h) no firm in which .such director or manager, or relative of either, is a partner; 
(c) no private compan »’ of which such a director or manager, or relative of either, is 
a director or member, 

shall hold any office or place of profit in the company which carries a total monthly 
remuneration of not less than three thousand rupees, except with the prior consent of 
the company by a special resolution and the approval of the Central Government: 

Provided... 

(2Xa) Ifany office or place ofprofit is held in contravention ofthe provisions ofsub¬ 
section (1), the director, partner, relative, firm, private company, ...or the manager, 
concerned, shall he deemed to have vacated his or its office as such on andfrom the 
date next following the date of the general meeting of the company referred to in the 
first proviso or, as the case may be, the date of the expiry of the period of three months 
referred to in the second proviso to that sub-section, and shall also be liable to refund 
to the company any remuneration received or the monetary equivalent of any 
perquisite or advantage etyoyed by him or it for the period immediately preceding the 
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dale aforesaid in respect of such office or place of profit. 

(b) The company shall not waive the recovery of any sum refundable to it under 
clause (a) unless permitted to do so by the Central Government. 

(2A) Every individual, firm, private company or other body corporate proposed to 
be appointed to any office or place of profit to which this .section applies shall, before 
or at the time of such appointment, declare in writing whether he or it is or is not 
connected with a director of the company in any of the wovi referred to in subsection 

Of 

(2B) If, after the commencement of the Companies (Amendment) Act. 1974, any 
office or place of profit is held, without the prior consent of the company by a special 
resolution and the approval of the Central Government, the partner, relative, firm 
or private company appointed to such office or place of profit shall be liable to refund 
to the company any remuneration received or the monetary equivalent of any 
perquisite or advantage enjoyed by him, on andfrom the date on which the office was 
so held by him. 

(2C) If any office or place of profit is held in contravention of the provisions of the 
proviso to subsection (IB), the director, partner, relative, firm, private company or 
manager concerned shall he deemed to have vacated his, or its office as such on and 
from the expiry of six months from the commencement of the Companies 
(Amendment) Act. 1974. or the date next following ihe date of the general meeting of 
the company referred to in the said proviso, whichever is earlier, and shall be liable to 
refund to the company any remuneration received or the monetary equivalent of any 
perquisite or advantage enjoyed by him or it for the period immediately preceding the 
date aforesaid in respect of such office or place of profit. 

(2D) The company shall not waive the recovery of any sum refundable to it under 
subsection (2B) or (2C), as the case may he, unless permitted to do so by the Central 
Government. 

(3) Any office or place shall be deemed to he an office or place of profit under the 
company within the meaning of this section,— 

(a) in case the office or place /> held by a director, tf the director holding it obtains 
from the company anything by way of remuneration over and above the 
remuneration to which he is entitled as such director, whether as salary, fees, 
commission, fjerquLsites, the right to occupy free of rent any permises as a place 
of residence, or otherwise: 

(h) in case the office or place is held by an individual other than a director or by any 
firm, private company or other body corporate, if fhe individual, firm, private 
company or body corporate holding it, obtains from the company anything by 
way of remuneration whether as salary, fees, commission, perquisities. the right 
to occupy free of rent any premises as a place of residence, or otherwise. 

(4) Nothing in this section shall apply to a person, whobeingtheholdero f any office 
of profit in the company, is appointed by the Central Government, under section 408, 
as a director of the company. 

1 LOANS TO DIRECTORS 

7.1 The provisions of Section 295(1) and (2), in this behalf, are as 
under: 

(l) Save as otherwise provided in sub-section (2), no company (hereinafter in this 
section referred to as “the lending company ’’) without obtaining the previous approval 
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of the Central Government in that behalf shall, directly or indirectly, make any loan to. 
or give any guarantee or provide anv security in connection with a loan made by any 
other person to, or to any other person by — 

(a) any director of the lending company or of a company which is its holding 
company or any partner or relative of anv such director; 

(b) any firm in which any smh diredor or relative is a partner; 

(c) any private company of which anv such director is a director or member; 

(d) any body corporate at a general meeting of which noi less than twenty five per 
cent of the total voting power may be exercised or controlled by any such 
director, or by two or more such directors together; or 

(e) any body corporate, the Board of Directors, managing director, managing 
agent, secretaries and treasurers, or manager whereof is accustomed to act in 
accordance with the directions or instructions of the Board, or of any director 
or directors, of the lending company 

(2) Subsection (I) shall not apply to — 

(a) any loan made, guarantee given or security provided— 

(i) by a pns’ate company unless it is a suh.sidiary of a public company, 
or 

(ii) by a banking company: 

(b) anv loan made - 

(i) by Cl holding company to its subsidiary, or 

(ii) by a company which is the managing agent or sec retanes and treasurers of 
another lompany to that other cennpany; 

(c) any guarantee given or .sec urity provided— 

(i) by a holding company in respect of any loan made to ns .subsidiary, or 
(li) by a company which is the managing agent or sec retaries and treasurers of 
another company in respect of any loan made to that other company. 

7.2 The provisions of Section 295 shall apply to any transaction 
represented by a book debt which was from its inception in the nature 
of a loan or an advance. 

8 LIABILITY OF DIRECTORS TO ACCOUNT 

8.1 The relation between the directors of a company and the 
company itself has been defined by Lord Selboume, in G.E. Rly. Co, 
V. Turner (1872 8 Ch. 149), when he said: “The directors are the mere 
trustees or agents of the company—trustees of the company’s money 
and property; agents in the transactions which are entered into on 
behalf of the company.” As such, directors are liable to account to the 
company for the assets which have come into their hands or are under 
their control. 

8.2 Directors therefore occupy a fiduciary position, and cannot 
make any profit out of the company beyond the remuneration to 
which they are entitled, except to the extent provided in the Act and 
the Articles. 



THE AUDIT OF A LIMITED COMPANY III 


401 


8.3 Directors may sustain liability for misfeasance or breach of 
trust under Section 543 of the Act. Where a claim is made, or there is 
reason to believe that a claim will be made for misfeasance or breach 
of trust, he may apply to the Court for relief under Section 633. 

8.4 Under Section 201 any provision, whether contained in the 
Articles or in an agreement with a company or in any other 
instrument, for exempting any Officer of the company or any person 
employed by the company as auditor from, or indemnifying him 
against, any liability which would otherwise attach to him in 
respect of any negligence, default, misfeasance, breach of duty or 
breach of trust of which he may be guilty in relation to the company, 
is void. 

8.5 However, the company may, in pursuance of any such 
provision as aforesaid, indemnify such Officer or auditor against 
liability incurred by him, in defending any proceedings, whether civil 
or criminal, in which judgement is given in his favour or in which he is 
acquitted or discharged, as the case may be, or in connection with a 
successful application for relief under Section 633. 

9 DIRECTORS’ TRAVELLING EXPENSES 

9.1 Unless the Articles specifically provide, a director is not entitled 
to travelling expenses incurred in attending Board meetings, which 
are presumably covered by his remuneration (Young v. Naval and 
Military Co-operative Society, 1905 1 K.B. 687). It is, however, 
common to find a provision in the Articles entitling directors to their 
travelling, hotel and other expenses incurred in attending Board 
meetings, and power to make such payments is given by clause 65 of 
Table “A” which also authorises the payment by the company of 
expenses incurred by directors in travelling on the business of the 
company. 

9.2 Where lump sum allowances are made to directors for travelling 
and entertaining expenses, the auditor must examine the minute of 
the directors authorising such allowances or the service agreements 
providing therefor. In such cases the auditor will not be concerned 
with the manner in which a director has expended the allowances 
given to him but he must see that the deduction of tax, wherever 
applicable, is made. The auditor must also ascertain whether any part 
of the allowances has been charged to income tax in the hands of a 
director and, if so, the part included in the total income of the director 
should be shown separately in the Profit and Loss Account according 
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to Schedule VI, Part 11, Clause 4. 

9.3 Amounts paid to a director in reimbursement of specific 
expenses incurred by him on the company’s behalf, must be vouched 
with receipts signed by the director, and any supporting vouchers 
which are available. 

10 THE DIRECTORS’ REPORT 

10.1 A report by the directors of the company must be attached to 
every Balance Sheet laid before the company in general meeting 
(Section 217). 

10.2 The report must contain information with respect to: (0 the 
state of the company’s affairs; (//) the amounts, if any, which the 
directors propose to carry to reserves; {Hi) the amount, if any, which 
they recommended should be paid by way of dividend; and (/v) 
material changes and commitments, if any, affecting the financial 
position of the company which have occurred between the end of the 
relevant financial year and the date of the report. 

10.3 Ihe report must also deal, so far as is material for the 
appreciation of the state of the company’s affairs and not in the 
opinion of the Board harmful to the business of the company or its 
subsidiaries, with any changes during the financial year, in the nature 
of the company’s business; m the company’s subsidiaries; or in the 
nature of the business carried on by them. Mention must also be 
made of any changes generally in the classes of business in which the 
company has an interest. 

10.4 Under Section 217(2A) the Board’s report should include a 
statement showing the name of cvciy employee of the company; 

(i) who was employed throughout the financial year, and was in 
receipt of remuneration of not less than thirty-six thousand 
rupees in the aggregate for the year; or 
(ii) who was employed fora part of the financial year, and was in 
receipt of remuneration for any part of that year, at a rate 
which, was not less than three thousand rupees per month, in 
the aggregate. 

10.5 The statement should also indicate whether any such employee 
is a relative of any director or manager of the company and if so, the 
name of such director. The statement should also include particulars 
prescribed under the Companies (Particulars of Employees) Rules 
1975, which require that the Board’s report shall also contain the 
following particulars, namely: 
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(a) E>esignation of the employee. 

(b) Remuneration received. 

(c) Nature of employment, whether contractual or otherwise. 

(d) Other terms and conditions. 

(e) Nature of duties of the employee. 

(f) Qualifications and experience of the employee. 

(g) Date of commencement of employment. 

(h) The age of the employee. 

(i) The last employment held by such employee before joining the 
company. 

For the above purposes “remuneration” has the meaning assigned 
to it in the Explanation to Section 198. 

10.6 On every reservation, qualification or adverse remark 
contained in the auditors’ report, the Board is bound to give the 
fullest information and explanations in its report, or in cases falling 
under the proviso to Section 222, in an addendum to that report. The 
report must be signed by its chairman, if so authorised by the Board, 
or otherwi.se by the directors who are required to sign the annual 
accounts under Section 215. A director, for failure to comply with the 
provisions of this section, is liable to imprisonment or fine or both in 
the manner provided. 

11 LOANS TO COMPANIES UNDER THE SAME GROUP 

11.1 The restrictions on loans to companies under the same 
management are provided in Section 370 as under: 

(I) No company ^hereinafter in this section referred to as "the lending company") 
shall — 

(a) make any loan to, or 

(b) give any guarantee, or provide any security, in connection with a loan made by 
any other person to. or to any other peron by, any body corporate, unless the 
making of such loan, the giving of such guarantee, or the provision of such 
security has been previously authorised by a special resolution of the lending 
company: 

Provided that no special resolution shall be necessary in the case of loans made to 
other bodies corporate not under the same management as the lending company where 
the aggregate of such loans does not exceed ten per cent of the aggregate of the 
subscribed capital of the kndmg company and its free reserves: 

Provided further that the aggregate of the loans made to all bodies corporate shall 
not exceed without the prior approval of the Central Government — 

(a) thirty per cent of the aggregate ofthe subscribed capital ofthe lending company 
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and its free reserves where alt such other bodies corporate are not under the 
same management as the lending company: 

(b) twenty per cent of the aggregate of the subscribed capital of the lending 
company and its free reserves where all such other bodies corporate are under 
the same management as the lending company. 

Explanation 1: If a special resolution has been passed by the lending company 
authorising the making of loans up to the limit of thirty per cent of the aggregate 
.^ecified in clause (a), or, as the case may be. of twenty per cent of the aggregate 
specified in clause (b). of the .second proviso, then, no further special resolution or 
resolutions shall be deemed to be necessary for the making of any loan or loans within 
such limit. 

Explanation 2: If a special resolution has been passed by the lending company 
authorising the Board of Directors to give any guarantee or provide any security to a 
limit spectfied in the resolution, then, no further special resolution or resolutions shall 
be deemed to be necessary for giving any guarantee or providing any security within 
such limit. 

(I-A) Where the lending company — 

(a) makes any loan to, or 

(b) gives any guarantee, or provides any security, in connection with a loan made 
by any other person to. or to any other person by, 

a firm in which a partner is a body corporate under the same management as the 
lending company — 

(i) the loan shall be deemed to have been made to; or 

(ii) the guarantee or the security shall be deemed to have been given or provided in 
connection with the loan made by such other person to. or to such other person 

by. 


a body corporate under the same management. 

(l-B) For the purposes of sub-sections (I)and (I-A), two bodies corporate shall he 
deemed to be mder the same management— 

(i) if the .... managing director or manager of the one body . is 

(a) _ managing director or manager of the other hodv: or 

(b) .... 

(c) .... 

(ii) if a majority of the directors of the one body constitute, or at any time wthin the 
six months immediately preceding constituted, a majority of the directors of the 
other body, or 

(Hi) if not less than one-third of the total voting power with respect of any matter 
relating to each of the two bodies corporate is exercised or controlled by the 
same individual or body corporate, or 

(iv) if the holding company of the one body corporate is under the same 
management as the other body corporate within the meaning of clause (i), 
clause (ii) or clause (Hi), or 

(v) if one or more directors of the one body corporate while holdir^, whether by 
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themselves or together with their relatives, the ma/oriiy of the shares in that 
body corporate also hold, whether hy themselves or together with their 
relatives, the majority of shares m other body corporate. 

11.2 The lending company is required to keep a register containing 
the particulars specified in the section. 

The said provisions do not apply to— 

(a) any loan made — 

(i) by a holding company to its subsidiary, or 
Cii) .... 

(til) by a banking lompany, or an insurance company, in the ordinary course 
of its business; or 

(iv) by a private lompany, unless it is a subsidiary of a public i ompany; or 

(v) by Q company established with the object of financing industrial 
enterprises; 

(b) any guarantee given or any security provided — 

(i) by a holding i ompany in respect of any loan made to its subsidiary, or 

(ii) . . 

(ill) by a hanking company, or an insurance company, m the ordinary course of 
Its business or 

(is) by a pnvate company, unless it is a subsidiary of a public compans, or 
(v) by a company established with the object of financing industrial 
enterprises. 

11.3 This section also does not apply to a book debt unless the 
transaction represented by the book debt was from its inception in the 
nature of a loan or an advance. 

12 MANAGING DIRECTOR 

12.1 “Managing Director” means a director who, by virtue of an 
agreement with the company or of a resolution passed by the 
company in general meeting or by its Board of Directors or, by virtue 
of its Memorandum or Articles of Association, is entrusted with 
substantial powers of management which would not otherwise be 
exercisable by him, and includes a director occupying the position of 
a managing director, by whatever name called. 

Provided that the power to do administrative acts of a routine 
nature when so authorised by the Board such as the power to affix the 
common seal of the company to any document or to draw and 
endorse any cheque on the account of the company in any bank or to 
draw and endorse any negotiable instrument or to sign any certificate 
of share or to direct registration of transfer of any share, shall not be 
deemed to be included within substantial powers of management. 
Provided further that a managing director of a company shall 
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exercise his powers subject to the superintendence, control and 
direction of its Board of Directors'[Section 2 (26)]. 

12.2 Section 267 prohibits the appointment of certain persons as 
managing or whole-time directors. 

12.3 In case of a public company or a private company which is a 
subsidiary of a public company, permission of the Central 
Government is required, in the manner provided, in respect of the 
following: 

(i) to amend any provision, wherever contained, relating to the 
appointment or re-appointrnenl of a managing or whole-time 
director or a director not liable to retire by rotation. (Section 
268.) 

(ii) to appoint or re-appoint a managing or whole-time director, 

(iii) to make any provision relating to the remuneration of any 
director, including a managing or whole-time director or to 
amend any provision, which purports to increase such 
remuneration. (Section 310.) 

(iv) to increa.se the remuneration of a managing or wholetime 
d irector on re-appointment or appointment in place of previous 
managing or whole-time director. (Section 31.) 

(v) to appoint the same person to be a managing director of more 
than two companies at a time. (Section 316.) 

Such provisions shall not have any effect unless approved by Central 
Government and they become void if, and so far as, they are 
disapproved by it. 

12.4 Under Section 3)7, no company can appoint any individual as 
its managing director for a term exceeding five years at a time. 
However, there is nothing to prohibit the re-appointment, re¬ 
employment or the extension of the term of office by further periods 
not exceeding five years on each occasion, provided it is not done 
earlier than two years from the date on which it has to come into 
force. This section does not apply to a private company unless it is a 
subsidiary of a public company. 

13 MANAGER AND SECRETARY 

13.1 Manager 

13.1.1 Under Section 2(24) “Manager” means an individual who, 
subject to the superintendence, control and direction of the Board of 
Directors, has the management of the whole, or substantially the 
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whole, of the affairs of a company, and includes a director or any 
other person occupying the position of a manager, by whatever name 
called, and whether under a contract of service or not. 

13.1.2 Section 384 provides that a company cannot appoint any 
firm, body corporate or association as its manager. Further Section 
385 provides that certain persons cannot be appointed as managers. 

13.1.3 A company, other than a private company which is not a 
subsidiary of a public company, cannot appoint any person as its 
manager, if he is either the manager or the managing director of any 
other company except as provided in Section 386(2). 

Provisions of Sections 269, 310, 311 and 317 (as discussed in para 
12 Supra) apply to the manager as apply to Managing Director 
(Section 388). 

13.2 Secretary 

13.2.1 According to Section 2(45), “secretary” means any 
individual possessing the prescribed qualifications, appointed to 
perform the duties which may be performed by a secretary under this 
Act and any other ministerial or administrative duties. Under Section 
383 A, neither a body corporate nor a firm can be appointed as 
secretary. 

13.2.2 A company having paid-up share capital of Rs. 25 lakhs or 
more, should have a whole-lime secretaiv. 

14 MANACiERlAL PERSONNEL 

14.1 Under Section 197A, simultaneous appointment of different 
categories of managerial personnel is prohibited. No company can 
appoint or employ at the same time more than one of the following 
categories of managerial personnel, namely: 

(a) Managing Director and 

(b) Manager. 

15 MANAGERIAL REMUNERATION 

15.1 Overall Managerial Remuneration 

15.1.1 Section 198, which deals with maximum managerial 
remuneration and managerial remuneration in case of absence or 
inadequacy of profits is as under: 

(J) The total managerial remuneration payable by a public company or a private 
company which is a subsidiary of a public company, to its directors and its.... 
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manager in respect of any financial year shall not exceed eleven per cent of the net 
profits of that company for that financial year computed in the manner laid down in 
sections 349, 350 and 351, except that the remuneration of the directors shall not be 
deducted from the gross profits: 

Provided.... 

(2) The percentage aforesaid shall he exclusive of any fees payable to directors 
under sub-section (2) of Section 309. 

(3) Within the limits of the maximum remuneration specified in subsection (1), a 
company may pay a monthly > emuneration to its managing or whole-time director in 
accordance with the provisions of section 309 or to its manager in accordance with the 
provisions of section 387. 

(4) Notwithstanding anything contained in sub-.sections (l)to (3), if in any financial 
year, a company has no profits or its profits are inadequate, the company may, subject 
to the approval of the Central Government, unle.ss .such approval has been obtained 
under any other provision of this Act, pay to its directors (including any managing or 

whole-time director), _ or manager or if there are two or more of them holding 

office in the company, to all of them together by way of minimum remuneration, such 
sum not exceeding fifty thousand rupees per annum exclusive of any fees payable to 
directors under subsection (2) of section 309 as it considers reasonable: 

Provided that where a monthly payment is being made or is proposed to be made to 
any managing or whole-time director or the manager or to any one or more of them 
and the Central Government is satisfied that for the efficient conduct of the business of 
the company the minimum remuneration of fifty thousand rupees per annum is or will he 
imufficient, the Central Government may by order sanction an increase in the 
minimum remuneration to such sum, for such period and subject to such conditions, if 
any, as may he .specified m the order. 

Explanation : For the purposes of this .section and sections 309, 310, 311, . .. 381 
and 387, "remuneration ” shall include - 

(a) any expenditure incurred by the company in providing any rent-free 
accommodation, or any other benefit or amenit y in respect of accommodation 
free of charge, to any of the persons specified in sub-section (1); 

(b) any expenditure incurred by the company in piusiduin liii) other benefit or 
amenity free of charge or at a concessional rate to any of iheper.sons aforesaid; 

(c) any expenditure inmrred by the company in respect of any obligation or 
.service, which, hut for such expenditure by the company, would have been 
incurred by any of the persons aforesaid, and 

(d) any expenditure incurred b r the company ti> effect an \ hsurance on the Ufe of, 
or to provide any pension, annuit r or gratuity for, an y of the persons aforesaid 
or his spouse or child. 

Section 199 provides ihat where any commission or other 
remuneration payable to any officer or employee of a company (not 
being a director, the managing agent, secretaries and treasurers or a 
manager) is fixed at a percentage of, or is otherwise based on, the net 
profits of the company, such profits must be calculated in the manner 
set out in Sections 349 and 350, which are as under: 
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349//^ In computing for the purpose of section 348, the net profits of a company in 
any financial year — 

(a) credit shall be given for the sums specified in suh-seci ion (Z), and credit shall not 
be given for those specified in subsection (3), and 

(b) the sums specified in sub-section (4) shall be deducted, and those specified in 
sub-section (5) shall not he deducted: 

(2) In making the computation aforesaid, credit shall he given for the following 
sums. 

bounties and subsidies received from any Government, or any public authority 
constituted or authorised in this behalf, h )' an v Government, unless and except in so far 
as the Central Government otherwise directs 

f3) In making the computation aforesaid, credit shall not he given for the following 
sums: 

(a) profits, by wav of premium, on shares or debentures of the company, which are 
issued or sold by the company: 

(h) profits on sales by the company of forfeited shares, 

(c) profits of a capital nature including profits from the sale of the undertak ing or 
any of the undertakings of the company or of any part thereof; 

(d) profits from the sale of any immovable property or fixed assets of a lapttal 
nature comprised m the undertaking or any of the undertakings of the 
company, unless the business of the company consists, whether wholly or 
partly, of buying and .selling any such property or assets. 

Provided that where the amount for which anyfixed asset is sold e xieeds the written, 
down value thereof referred to in section 330, credit shall be given for so much of the 
excess as is not higher than the difference between the original cost of that /ixed asset 
and Its written down value 

(4) In making the computation aforesaid, the following sums shall he deducted. 

(a) all the usual working charges; 

(b) directors ’ remuneration; 

(c) bonus or commission paid or payable to any member of the company's staff, or 
to any engineer, technician or person employed or engaged by the company, 
whether on a whole-time or on a part-time basis; 

(d) any lax notified by the Central Government as being in ilu> nature of a tax on 
excess or abnormal profits; 

(e) any tax on business profits imposed for special reasons or in sjiecial 
circumstances and notified by the Central Government in this behalf; 

(f) interest on debentures issued by the company, 

(g) interest on mortgages executed by the company and on loans and advances 
secured by a charge on its fixed or floating assets; 

(h) interest on unsecured loans and advances; 

0) expenses on repairs, whether to immovable or to movable property, provided 
the repairs are not of a capita! nature: 

Q) outgoings inclusive of contributions made under clause (e) of sub-section (l)of 

section 293; 

(k) depreciation to the e.xtent specified in section 350; 

(l) the excess of expenditure over income, which had arisen in computing the net 
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profits m accordance with this section in any rear which begins at or after tkw 
commencement of this A ci, m so far as such exces s has not been deducted in any 
subsequent year preceding the year in respect of which the net profits have to be 
ascertained; 

(m) any compensation or damages :o he paid in virtue of any legal liability, 
including a liability arising from a breach of contract; 

(n) any sum paid by wav of insurance against the risk of neeting any liability such 
as is referred to in clause (m). 

(o) debts considered had and written off or adjusted during the year of account. 

(5) In making the computation aforesaid, the /< iilowing sums shall not be deducted: 
(a) the remuneration payable to the managing agent: 

(bl income-tax and super tax payable hv the company under the Indian Income- 
tax Act. 1922, or any other tux on the income of the company not falling under 
clauses (d) and (e) of suh-.seciion (4), _ 

(c) any compensation, damages or payments made voluntarily, that is to say, 
otherwise than in virtue of a liabilil i’ such as is referred to in clause (m) of sub¬ 
section (4): 

(d) loss of capita! nature including loss on .sale of the undertaking or any of the 
undertakings of the company i>r of any pan thereoj not including any e.xcess 
referred to in the priivoo to section J50 of the written down value of any as,set 
which IS sold, discariled, demolished or destroyed over us sale proceeds or its 
scrap value 

350. The amount of depreciation to be deducted in pursuance of clause (k)oJ .sub¬ 
set lion (4) of sec turn J49 shall he the amouni c alculated with reference to the written 
down value of the assets as shown by the hooks of the company at the end of the 
financial year expiring at the commencement (>f this Act or immediately thereafter and 
at the end of each sub.sequent financial vear, at the rate .specified for the assets by the 
Indian Income-tax Act, 1922, and the rules made thereunder for the time being in 
force, as n(>rmal deprec lation including therein extra and multiple .shift allowances but 
not including therein any special, initial or othei depreciation or any development 
rebate, whether allowed by that Act oi those rules or Otherwise- 

Provided that if any asset is sold, discarded, demolished or destroyed for any reason 
before depreciation of such asset has been provided for in full, the e.xces.s, if any, of the 
written down value of such asset over its sale proceeds or. as the case may be, its .scrap 
value, shall he written off in the financial vear in which the asset is sold, discarded, 
demolished or destroyed. 

15.2 Remuneration of Directors 

15.2.1 The remuneration payable to the directors of a company is 
governed by Section 309 which is as under: 

(l) The remuneration payable to the dircctois of a lompany, including any 
managing or whole-time director, shall he determined, in accordance with and subject 
to the provisions of section 198 and this section, either by the articles of the company, 
or by a resolution or, if the articles so require, by a special resolution, passed by the 
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company in general meeting and the remuneration payable to any such director 
determined as aforesaid shall be inclusi ve of the remuneration pa vable to such director 
for services rendered by him in any other capacity: 

Provided that any remuneration for services rendered by any such director in any 
other capacity shall not be so included if — 

(a) the services rendered are of a professional nuiure, and 

(b) in the opinion of the Central Government, the director possesses the requisite 
qualifications for the practice of the profession 


(2) A direi tor may rei cive remuneration by wai of a tec for each meeting of the 
Board, or a committee thereof, attended by him. 

Provided that where immediately before the commencement of the Companies 
(Amendment) Act, I960, fees for meetings of the Board and any committee theretif, 
attended by a director are paid on a monthly basis, sue h fees max continue to he paid 
cm that basis for a period of two years after sue h c ommeiu emeni or for the remainder 
of the term of office of such director, whic hever is less, but no longer. 

(3) A direc tor who is either in the whole-time emptoymeni of the company or a 
managing three tor ma »■ he paid remuneration either b i wa i of a monthly pa vment or at 
a specified percentage of the net profits of thee ompany or partly b \ one wayancfparth 
by the other 

Provided that except with the approval of the Central Government such 
remuneration .'hall not exceed five per c ent of the net profits for one .such director, and 
if there is mare than one such director, ten per cent for all of them together. 

(4) A director who is neither in the whcde-iime emploxmeni of the company nor a 
managing director may he paid remuneration 

either or, 

(a) by war of a monthly, quarterly or annual payment with the approval of the 
Central Government, 

(b) by svay of commission if the companx h\ special icsohition authorises such 
pay men I: 


Provided that the remwicration paid to such director, or where there is more than 
one .such director, to all of them together, .shall not exceed - 

(i) one per cent of the net profits of the compan r, if the company ha.s a managing or 
whole-time director,. or a manager: 

(ii) three per cent of the net profits of the company, in any other case: 


Provided further that the compan >’ in general meeting may, \s ith the approval of the 
Central Government, authorise the payment of sue h remuneration at a rate exceeding 
one per cent or, as the case may be, three per cent of its net profits. 

(5) The net profits referred to in subsections (3) and (4) shall he computed in the 
manner referred to tn .section 198, sub-section (1). 

(5A) If any director draws or receives, directly cir indirectly, byway of remuneration 
any .such sums tn ejxcess of the limit prescribed by the section or without the prun 
.sanction of the Central Government, where it is required, he shall refund such sums to 
the company and until such sum is refunded, hold it in trust for the company. 
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(5B) The company shall not waive the recovery of any sum refundable to it under 
sub-section (5A) unless permitted by the Central Government. 

(6) No director of a company who is in receipt of any commissionfrom the company 
and who is either in the whole-time employment of the company or a managing 
director shall be entitled to receive any commission or other remuneration from any 
subsidiary of .such compan y. 

(7) The special resolution referred to in sub-section (4) shall not remain m force for a 
period of more than five years; hut may be renewed, from time to time, by .special 
resolution for further periods of not more than five years at a time: 

Provided that no renewal shall he effected earlier than one year from the date on 
which it is to come into force. 

(8) The provisions of this section shall come into force immediately on the 
commencement of this Act or, where such commencement does not coincide with the 
end of a financial year of the company, with effect from the expiry of thefinancial year 
immediately succeeding .such commencement. 

(9) The provisions of this section shall not apply to a private company unless it is a 
subsidiary of a public company 

15.2.2 Sections 310 and 311 provide for Central Government’s 
sanction in regard to director’s remuneration in certain cases. In this 
behalf, reference should be made to the guidelines issued by the 
Company Law Board. Table A, Article 65 provides that the 
remuneration of the d irectors shall in so far as it consists of a monthly 
payment, be deemed to accrue from day to day. 

16 COMPENSATION FOR LOSS OF OFFICE 

16.1 Under Section 318, compensation for loss of office, etc., to a 
managing director or a whole-time director or directors who are 
managers is permitted except in the cases specified in sub-section (3) 
and subject to the limit specified in sub section (4). .No such payment 
may be made by the company to any other director. 

16.2 Sections 319 and 320 prohibit payment of compensation for 
loss of office to a director in connection with transfer of undertaking 
or property or transfer of shares in the circumstances mentioned 
therein. 

16.3 The requirements as to disclosure of the compensation for loss 
of office in the Profit and Loss Account are discussed in Chapter 14. 

17 MINUTE BOOKS 

17.1 Section 193 provides that; 

(1) Every company shall cause minutes of all proceedings of every general meeting 
and of all proceedings of every meeting of m Board of Directors or of every committee 
of the Board, to be kept by making within thirty days of the conclusion of every such 
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meeting concerned, entries thereof in hooks kept for that purpose with their pages 
consecutively numbered. 

(I A) Each page of every such book shall be initialled or signed and the last page of 
the record of proceedings of each meeting in such books shall be dated and signed- 
fa) in the case of minutes of proceedings of a meeting of the Board or of a 
committee thereof, by the chairman of the said meeting or the chairman of the 
next succeeding meeting; 

(b) in the case of minutes of proceedings of a general meeting, by the chairman of 
the same meeting within the qfore said period ofthirt v days or in the event of the 
death or inability of that chairman within that period, by a director duly 
authorised by the Board for the purpose. 

(1B) In no case the minutes of proceedings of a meeting shall be attached to any such 
hook as aforesaid by pasting or otherwise. 

(2) The minutes of each meeting shall contain a fair and correct summary of the 
proceedings thereat. 

(3) AH appointments of officers made at any of the meetings aforesaid shall be 
included in the minutes of the meeting. 

(4) In the case ofa meeting of the Board oj Direc tors or of a committee of the Board, 
the minutes shall also contain — 

(a) the names of the directors present at the meeting; and 

(b) in the case of each resolution passed at the meeting, the names of the directors, if 
any. dissenting from, or not concurring in. the resolution. 

(5) Nothing contained in sub-sections (1) to (4) shall be deemed to require the 
inclusion in any such minutes of any matter which, in the opinion of the chairman of 
the meeting — 

(a) is, or could reasonably be regarded as, defamatory of any person; 

(b) is irrelevant or immaterial to the proceedings; or 

(c) is detrimental to the interests of the company. 

Explanation: The chairman shall exercise an absolute discretion in regard to the 
inclusion or non-inclusion of any matter in the minutes on the grounds specified in this 
sub-section. 

(6) If default is made in complying with the foregoing pi ovisions of this section in 
respect of any meeting, the company, and every officer of the company who is in 
default, shall be punishable with fine which may extend to fifty rupees. 

17.2 Minutes of meetings kept, in accordance with the provisions of 
Section 193 are evidence of the proceedings recorded therein. 
(Section 194). 

17.3 Directors’ Minute Book 

17.3.1 The auditor should peruse the minute book and should see 
that all minutes which he is utilising as evidence of transactions are 
duly signed, and that the names of the directors present at the meeting 
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have been inserted. The auditor should refer to the minute book in 
vouching all transactions other than those involving the usual trading 
operations. 

17.3.2 The following are instances of transactions of a special 
nature: 

(1) Allotment of shares. 

(2) Adoption of contracts. 

(3) Authorising the use of the company’s seal. 

(4) Making calls. 

(5) Forfeiting shares. 

(6) Appointment and remuneration of managing director, 
manager, secretary, or other officials. 

(7) Appointment of auditors prior to the first annual general 
meeting, or to fill a casual vacancy, and fixing their 
remuneration. 

(8) Authorisation of capital expenditure. 

(9) Resolution to pay interim dividends where such are intra vires. 

(10) Payment of travelling expenses or special remuneration to 
directors. 

(11) Adoption of accounts. 

(12) Adoption of directors’ report to the members and 
recommendations as to division of profits. 

(13) Resolutions in respect of: 

(a) Issue of debentures; 

(b) Borrowing moneys otherwise than on debentures. (Section 
292). 

(14) Resolution to make investments (Sections 292 and 372). 

(15) Board’s sanction for contracts in which particular directors are 
interested (Section 297). 

(16) Other matters affecting accounts, in respect of which, under the 
provisions of Companies Act, sanction of the Board is 
necessary. 

17.4 Members’ Minute Book 

17.4.1 The auditor should examine the minutes of each meeting, 
particularly with reference to the following matters: 

(1) Adoption of accounts. 

(2) The declaration of dividends. 

(3) The appointment of and the fixing of the remuneration of the 
directors. 
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(4) The appointment of and the fixing of the remuneiation of the 
auditors. 

(5) Matters pertaining to accounts which are required to be 
sanctioned by special resolutions. 

(6) Any resolutions affecting the accounts. 

17.4.2 In no case, the minutes of proceedings of a meeting shall be 
attached to the minute book by pasting or otherwise. 

18 MISCELLANEOUS PROVISIONS 

18.1 Prohibition of Tax Free Payments (Section 200) 

18.1.1 A company cannot pay to any officer or employee, 
remuneration, free of anv tax (including any kind of income-tax 
and super-tax) or otherwise calculated by reference to, or varying with, 
any tax payable by him, or the late or standard rate of any such tax, 
or the amount thereof. The restriction applies to remuneration paid 
to such persons in any capacity whatsoever. 

18.1.2 Exceptions are provided by Section 10(6) (vii) & (viia). 
Income-tax Act, 1961, under which a company is permitted to pay tax- 
free salary to foreign technicians under certain circumstances. 

18.1.3 Section 195A of the Income-tax Act, 1961, provides for 
compulation ol income payable “net of tax”. 

18.2 Contributions to Political Parties and National Defence Fund 

18.2.1 Section 293A which restricts and limits the contributions to 
political parties is as under: 

293A. Prohibitions and restrictions. regarding political 
contributions—(1) Notwithstanding anything contained in any 
other provisions of this Act — 

(a) no Government company; and 

(b) no other company which has been in existence for less than 
three financial years, shall contribute any amount or amounts, 
directly or indirectly— 

(1) to any political party; or 

(ii) for any political purpose to any person. 

(2) A company, not being a company referred to in clause (a) or 
clause (b) of sub-section (1), may contribute any amount or amounts, 
directly, or indirectly— 

(a) to any political party, or 

(b) for any political purpose to any person; 
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Provided that the amount or, as the case may be, the aggregate of 
the amounts which may be so contributed by a company in any 
financial year shall not exceed five per cent of its average net profits 
determined in accordance with the provisions of section 349 and 350 
during the three immediately preceding financial years. 

Explanation: Where a portion of a financial year of the company 
falls before the commencement of the Companies (Amendment) Act, 
1985, and a portion falls after such commencement, the latter portion 
shall be deemed to be a financial year within the meaning, and for the 
purpose, of this sub-section: 

Provided further that no such contribution shall be made by a 
company unless a resolution authorising the making of such 
contribution is passed at a meeting of the Board ofDiiectors and such 
resolution shall, subject to the other provisions of this section, be 
deemed to be justification in law for the making and the acceptance of 
the contribution authorised by it. 

(3) Without prejudice to the generality of the provisions of sub¬ 
sections (1) and (2)— 

(a) a donation or subscription or payment caused to be given by a 
company on its behalf or on its account to a person who, to its 
knowledge, is carrying on any activity which, at the time of which, 
such donation or subscription or payment was given or made, can 
reasonably be regarded as likely to affect public support for a 
political party shall also be deemed to be contribution of the amount 
of such donation, subscription or payment to such person for a 
political purpose; 

(b) the amount of expenditure incurred, directly or indirectly, by a 
company on advertisement in any publication (beinga publication in 
the nature of a souvenir, brochure, tract, pamphlet or the like) by or 
on behalf ofapoliticalpartyorforitsadvantageshallalsobe deemed— 

(i) where such publication is by or on behalf of a political party, to be 
a contribution of such amount to such political party, and 

(ii) where such publication is not by or on behalf of but for the 
advantage of a political party, to be a contribution for a political 
purpose to the person publishing it. 

(4) Every company shall disclose in its profit and loss account any 
amount or amounts contributed by it to any political party or for any 
political purpose to any person during the financial year to which that 
account relates, giving particulars of the total amount contributed 
and the name of the party or person to which or to whom such 
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amount has been contributed. 

(5) If a company makes any contribution in contravention of the 
provisions of this section— 

(a) the company shall be punishable with fine which may extend to 
three times the amount so contributed; and 

(b) every officer of the company who is in default shall be 
punishable with imprisonment for a term which may extend to three 
years and shall also be liable to fine. 

18.2.2 Section 293B provides that notwithstanding anything 
contained in Sections 293 and 293A or any other provision of this Act 
or in the Memorandum, Articles or any other instrument relating to 
the company, the Board of Directors or any person or authority 
exercising the powers of the Board of Directors or of the 
company in general meeting, contribute such amount as it thinks fit 
to the National Defence Fund or any other Fund approved by the 
Central Government for the purpose of National Defence. 

18.2.3 The company must disclose in its Profit and Loss Account the 
total amount contributed to such Funds during the financial year to 
which the amount relates. 

18.3 Employees’ Securities and Provident Fund 

18.3.1 Any money or security deposited with a company by any of 
its employee, in pursuance of his contract of service with the 
company, must be deposited within fifteen days in a post office 
.savings bank account or in a special account in the Stale Bank of 
India or in a Scheduled Bank or where the company is a Scheduled 
Bank in a special account with itself. Such moneys or securities 
cannot be utilised by the company except for the purposes agreed to 
in the contracts of service (Section 417). 

18.3.2 In respect of Provident Fund constituted by a company for 
the benefit of its employees. Section 418 provides that all 
contributions to such fund (whether by the company or by the 
employees) and income thereon shall be deposited either in the above 
manner or invested in the securities mentioned or referred to in clauses 
(a) to (e) of Section 20 of the Indian Trusts Act, 1882. These 
provisions, hov^ever, do not prohibit advances or withdrawals 
permitted under the rules of the fund. 

18 The rale of interest payable on the amount to the credit of an 
employee should not exceed the rate of interest yielded by the 
investments of the fund. 
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18.3.4 In case where trust has been created in respect of any 
provident fund, the company must collect the contributions of the 
employees and pay such contributions as well as its own 
contributions to the trustees within fifteen days from the date of 
collection, but in other respects, the obligations laid on the company 
under Section 418 shall devolve on and be discharged by the trustees 
of the fund, 

18.4 Appointment of Sole Selling Agents (Section 294) 

18.4.1 A company cannot appoint a sole selling agent for any area 
for a term exceeding five years at a time, but re-appointment or 
extension of the term for periods not exceeding five years, on each 
occasion, is permitted. Such appointment by directors is subject to 
approval by the company in the first general meeting held after the 
appointment has been made. If the company in general meeting 
disapproves, the appointment ceases to be valid with effect from the 
date of that general meeting. 

18.4.2 Where a company has a sole selling agent. Central 
Government may conduct an inquiry into whether the terms and 
conditions of the appointment are prejudicial to the interests of the 
company. If the Central Government is of the opinion that the terms 
and conditions are prejudicial to the interests of the company, it may, 
by order, vary its terms and conditions effective from the date 
specified by the Central Government. 

18.4.3 The Central Government has also reserved the power, in 
cases where there are more than one selling agents in any area or 
areas, to make inquiry and to declare any one of these selling agents 
to be a sole selling agent, if it is of the opinion that, that selling agent 
is, to all intents and purposes, the sole selling agent for such area. In 
this case, the appointment of such sole selling agent shall be regulated 
by the terms and conditions as varied by the Central Government. 

18.4.4 Under Section 294A, in certain circumstances, payment of 
compensation to sole selling agents for loss of office is prohibited, 
and in cases where it is payable the amount of compensation is 
restricted. 

18.5 Prohibition of the Appointment of Sole Selling Agents 
(Section 294AA) 

18.5.1 In case the Ontral Government is of opinion (i) that the 
demand for goods of any specified category, is substantially in excess 
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of production and supply and (ii) that the services of Sole Selling 
agents will not be necessary to create a market for such goods, the 
Central Government may, by notification in the Official Gazette, 
declare that Sole Selling agents shall not be appointed for the sale of 
such goods for a specified period. 

18.5.2 Previous approval of Central Government is required for 
appointment as Sole Selling agent of any individual, firm or body 
corporate, who or which has a substantial interest in the company. 
Substantial interest is defined in Explanation to Section 294 AA. 

18.5.3 In case of a company having a paid-up share capital of rupees 
50 lakhs or more the appointment of a Sole Selling agent must be 
made with the consent of the company by a special resolution and the 
approval of the Central Government. 

18.5.4 Where any appointment has been made of a Sole Selling 
agent by a company before 1st February, 1975 and the appointment is 
such that it could not have been made except on the authority of 
special resolution and the approval of Central Government, if sub¬ 
sections (2), (3) and (8) of Section 294 AA were in force at the lime of 
such appointment, the company must obtain such authority and 
approval before 1st August, 1975. If such authority and approval 
are not so obtained, the appointment of Sole Selling agent shall stand 
terminated after 1st August, 1975. If the company in general meeting 
disapproves the appointment referred to in sub-section (3). such 
appointment shall cease to have effect from the date of the general 
m.eeting. 

18.5.5 The provisions of Section 294(5), (6) and (7), so far as may 
be, apply to the Sole Selling or the sole purchasing or buying, agents 
of a company. 

18.5.6 The provisions of Section 294A A except those of sub-section 
(1), apply so far as may be to the appointment of a sole agent for the 
buying oi the purchasing of goods on behalf of the company. 

18.5.7 For the above purposes “appointment” includes “re¬ 
appointment”. 
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1 INTRODUCTION 

1.1 The term “expenditure” is intended to cover the cost of sales, 
wages and salaries and other expenses. Purchases of fixed assets and 
investments do not fall within the scope of this chapter; these are 
covered in Chapters 21 and 26 respectively. 

1.2 Although the increase or decrease in stocks and work-in- 
progress forms part of cost of sales, this will normally be audited 
separately and is covered in Chapter 18. 

1.3 Where the client has a fully integrated stock system the audit 
approach set out in this chapter must be modified. The audit of cost 
of sales will need to be linked to that of sales, but the points discussed 
in this chapter are relevant to verifying the build-up of costing and 
stock records. 

1.4 A modified audit approach will also be appropriate for 
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businesses where all sales are delivered directly from supplier to 
customer. In such businesses a major control is provided by the 
matching of purchases and sales and this should be reflected in our 
audit approach. Nevertheless, the points discussed in this chapter 
must also be considered. 

1.5 Similar audit considerations apply to both overhead expenses 
and to cost of sales; accordingly they are dealt with together. It will, 
however, usually be convenient to carry out the audit work on 
overheads separately from that on cost of sales if they are treated 
separately in the client’s accounting system. 

1.6 Purchases from and expenses charged by group and related 
parties should be included in the audit work covered in this chapter. 
Para 4(A)(vii) of MAOCARO specifically requires the auditor to 
report “where any stores, raw materials or components exceeding 
Rs. 10,000 in value for each type thereof are purchased during the 
year from the subsidiaries, firms or companies or other parties in 
which the directors are interested, whether the prices paid for such 
items are reasonable as compared to the prices of similar items 
supplied by other parties.” 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) All expenditure is recorded. 

(ii) Recorded expenditure is genuine. 

(iii) Expenditure is measured on an acceptable basis, consistent with 
previous years, in accordance with stated accounting policies and in 
compliance with the Companies Act and accounting standards. 

(iv) Expenses have been properly disclosed in compliance with the 
Companies Act and accounting standards. 

3 OBJECTIVE: All expenditure is recorded 

3.1 This objective is concerned with the understatement of 
expenditure. Where the principles of directional testing are applied, 
assurance on this objective is provided by work in other areas, for 
example, tests on creditors to ensure that all liabilities are recorded or 
tests on fixed assets to ensure that expenses have not been incorrectly 
capitalised. No specific tests are therefore suggested for this objective, 
though the need for them should always be considered in the context 
of the particular client. 
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4 OBJECTIVE: Recorded expenditure is genuine 

4.1 “Genuine” m this context means “is what it purports to be”. Thus 
we require assurance; 

(i) that the expenditure is proper expenditure of the business made 
for legitimate business reasons; 

(ii) that it is correctly described in the accounts. We are not normally 
concerned with errors of analysis between two nominal ledger 
expense account headings that are subsequently amalgamated in the 
financial statements. 

4.2 It is worth noting here that, for example, stock shortages in 
excess of the levels which might reasonably be expected given the 
nature of the business should, if material, be separately disclosed in the 
accounts. Wherever there is a lack of internal control over stock (see 
Appendix 18.1) we should be alert to the possibility of stock losses 
through pilferage. Some types of slock are more vulnerable to this 
than others. The overall review of the accounts, particularly the 
review of gross margins, should detect any stock losses which are 
sufficiently material to required separate disclosure. 

4.3 This section applies to all expenditure, but particular 
considerations apply to the audit of employee costs: these are dealt 
with separately (see section 5 below). 

INTERNAL CONTROL 

4.4 Control objective: Nominal ledger records are correctly 
compiled from purchase records, cash books, journals or other 
authorised sources. 

4.4.1 Possible errors under this heading are: 

• posting errors 

• books of account mis-cast. 

4.4.2 Since we are testing for overstatement of cost of sales and 
expenses, the source of all our tests should be the nominal ledger. In 
most cases the particular accounts likely to interest us are the 
purchases account and the various expense accounts. Depending on 
the system in operation, entries may be made in the purchases 
account via the purchase day book or journal (and record of purchase 
credit notes if maintained separately), via some form of purchase 
analysis, or as a product of the posting to the purchase ledgers. 
Certain expenses may be posted directly from the cash book. 

4.4.3 Internal controls which help to prevent the errors described 
include: 
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• posting of nominal ledger independent of goods inwards/invoice 
authorisation/cashiers/cheque signatories 

• independent check of account codes prior to posting 

• independent casting of totals and analysis of cash book, purchase 
day book or other source 

• regular extraction and review of trial balance 

• regular preparation and review of management accounts. 

4.5 Control objective: Goods or services required for the purposes 
of the business have been received in respect of all recorded purchase 
ledger or expense invoices. 

4.5.1 Possible errors under this heading are: 

• goods received, but not ordered and not required by the business 

• invoices accepted for goods or services not yet received 

• invoices recorded, or paid, more than once 

• invoices incorrect (price, discount, quantity, calculation) 

• excessive reimbursement of expenses. 

4.5.2 Controls over the ordering of goods and services will normally 
include: 

• buying department independent of goods inwards and accounts 
departments 

• purchase orders prepared for all purchases 

• purchase orders authorised; up-to-date lists of authority limits 
maintained 

• prenumbering and control over issue of purchase order forms 

• prices entered on purchase orders. 

4.5.3 Goods received should be checked against the authorised 
purchase order so that any items not ordered can be identified and 
returned promptly to the supplier. 

4.5.4 Purchase invoices should be checked and approved before 
payment or posting to the ledgers. Checks include: 

• matching to goods received note, checking description of goods 
and quantity, and cross-referencing 

• checking prices against the purchase order or supplier’s price list 

• signing as approved by a responsible official. 

4.5.5 Invoices lor services should be approved by an official able to 
verify that the services have in fact been received; appropriate checks 
(such as meter readings) should be made where possible. 

4.5.6 It is important that when invoices are posted they are date 
stamped and cancelled in some way to prevent double posting. In the 
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case of expenses dealt with through the cash book such cancellation 
should prevent double posting and double payment. However, the 
timing of the invoice cancellation is also important. To act as a 
control, the cancellation must be carried out by the cheque signatory 
at the time of signing the cheque. The cancellation procedure should 
preferably include noting the cheque number on the invoice. 

4.5.7 Where substantial expense claims by employees are reim¬ 
bursed, there should be clearly denned: 

• authorisation limits 

• categories and limits of permissible expenditure 

• limits for claims not supported by invoices 

• procedures for claiming and for review of claims. 

4.6 Control objective: Credit notes are received for all valid claims 
against suppliers. 

4.6.1 Possible errors under this heading are: 

• credit notes not received for genuine claims 

• credit notes received which are incorrect. 

4b6.2 The total value of purchase credit notes recorded may be 
immaterial and therefore not appear to warrant attention. It should 
be borne in mind that we are attempting to ensure that there is no 
understatement of purchase credits, however, since this would result 
in an overstatement of purchases. The possibility of an incomplete 
population of purchase credit notes should therefore be considered in 
deciding on the type and extent of audit testing. 

4.6.3 Controls should exist to ensure that all credit notes which 
should have been received have in fact been received. Such controls 
include: 

• segregation of duties between invoice authorisation, receipt of 
goods, ordering, ledger maintenance and cashiers 

• goods returned notes prepared for all returns 

• goods returned notes matched with credit notes; unmatched goods 
returned notes followed up 

• full documentation of shortages, poor quality purchases and 
incorrect invoicing by suppliers for subsequent credit note claims 

• immediate raising of own debit more and matching with supplier’s 
credit note. 

4.7 Control objective: All purchase credit notes are accurately 
recorded in the nominal ledger. 
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4.7.1 Possible errors under this heading are: 

• credit notes not processed on receipt 

• credit notes incorrectly posted. 

4.7.2 Internal controls to ensure the completeness and accuracy of 
recording of credit notes include: 

• posting of credit notes independent of goods inwards/invoicing/ 
cashiers 

• credit notes recorded in regisier/sequentially numbered 

• stages and processing of credit notes recorded in the register 

• independent continuity check of processed credit notes 
unprocessed credit notes effectively followed up 

• credit notes batched and totalled prior to posting/batchin 
independently of posting 

• independent agreement of batch totals with total valu 
posted/evidence of agreement 

• account code entered on credit notes prior to approval of the credit 
notes 

• independent check of account code prior to posting/evidence of 
check 

• maintenance of purchase ledger control account 

• reconciliation of suppliers’statements/evidence of reconciliation 

• regular review of debit balances. 

4.8 Control objective; The purchases and other expenditure 
accounts in the nominal ledger are properly maintained. 

4.8.1 Internal controls over journal entries and the maintenance of 
the nominal ledger are considered in Appendix 8.4. Our assessment 
of such controls affects almost all the areas of audit work: to avoid 
duplication of effort, the assessment is recorded separately in a single 
section of the audit file—section M. 

ANALYTICAL REVIEW 

4.9 Analytical review can often provide considerable audit 
assurance on expenditure and thus keep detailed testing of 
transactions to a minimum. In the case of overhead expenses, the 
major part of our audit assurance can usually be derived from 
analytical review. 

4.10 In outline, we should estimate expected levels of expenditure 
for the year, using the various sources of information available, and 
compare these expectations with the actual figures recorded in the 
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accounts. Any material difference should be investigated and a 
satisfactory explanation found. As we aim to identify differences at 
the level of planning materiality, it will usually be necessary to 
consider detailed analyses of expenditure, rather than simply overall 
totals. 

4.11 We now deal in turn w'ith the analytical review of: 

• costs of sales; and 

• overhead expenses. 

Analytical review of wages and salaries is considered later in this 
chapter (section 5). 

4.12 Cost of sales 

4.12.1 Analytical review of cost of sales bears a close similarity to 
analytical review of turnover (see Chapter 19). We should take care to 
ensure that at least one of these reviews is based on independent 
information. We cannot gain any significant audit assurance on both 
sales and cost of sales by examining variations from an expected 
gross profit, since that in itself is simply a demonstration of 
arithmetical accuracy. 

4.12.2 We should ascertain how cost of sales information is 
analysed for management purposes. This will vary from business to 
business but may include: 

• cost of sales analysed to correspond with the sales analysis (see 
Chapter 19, paragraph 3.16) 

• production statistics analysed between product type, production 
line, etc. 

• production costings 

• analysis of factory man-hours worked 

• analysis of purchases by raw material, by product or by supplier 

• analysis of stocks of raw materials, work in progress and finished 
goods, and reconciliation of quantities 

• warehouse movements by product. 

It should be noted that some of this information will be in terms of 
costs and some in terms of quantities. 

4.12.3 The next step is to identify relationships between different 
elements of the information available that will enable the cost of sales 
to be predicted. For example, an increase in sales of a particular 
product will be reflected in increased consumption of the appropriate 
raw materials. By taking into account the change in raw material 
stocks and work in progress, applying this increase to the previous 



430 


PRACTICAL AUDITING 


year’s value of purchases of these raw materials, and adjusting for 
estimated price increases, we should be able to estimate the current 
year’s purchases (by value) of these raw materials. 

4 . 12.4 It will often be convenient to make separate estimates of the 
volume of purchases (by weight, number, etc.) and of prices paid, 
before combining these to give an estimate of the value of purchases. 

4.12.5 Where gross margins are predictable, these can be used to 
estimate cost of sales from turnover information, provided that the 
latter is audited separately. Alternatively, if sales quantities are 
known (by weight, volume or number of units) this may enable the 
cost of sales to be estimated. 

4.12.6 When we have made our estimate of the expected level of 
expenditure for a particular category we should compare this with the 
actual figure in the client’s accounts. If there is a significant difference 
this should be investigated further. We should discuss the 
discrepancy and the assumptions underlying our estimate with the 
appropriate line managers and not only with accounts staff. 

4.12.7 When an adequate explanation of the variance is obtained, it 
is important for us to corroborate it; for example, if the explanation 
for the low level of purchases of a raw material is that substantial 
quantities were purcha.sed at a special low price, we should inspect a 
sample of invoices to see that this was in fact the case. A full 
explanation of the variance and how it was corroborated should be 
noted on the working papers. 

4.13 Overhead expenses 

4.13.1 For many businesses the majority of overhead expenses 
remain relatively stable from year to year, increasing only to reflect 
price changes. Changes resulting from increasing size of the business 
or new premises are often relatively easy to estimate. As a result, 
analytical review can give strong assurance on the validity of such 
expenditure. 

4.13.2 When we are estimating such expenses from previous years’ 
levels and budgeted figures, we should, wherever possible, take into 
account actual price increases rather than simply a general allowance 
for inflation. This is particularly important for expenses such as rent 
and rates where increases are rarely in line with general inflation. 

4.13.3 Interest payable can often be verified by analytical methods. 
Interest on fixed long-term loans is usually most readily checked 
directly, but overdraft interest can be estimated by applying 
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appropriate interest rates to overdraft levels through the year. We 
should bear in mind that interest will be based on bank balances, 
rather than cash book balances, and that many businesses have a 
regular monthly pattern of receipts and payments and hence month- 
end balances, for example, may not be representative of the average 
balance for the month, 

4.13.4 Once we have estimated the expected levels of overhead 
expenditure they should be compared with the actual amounts shown 
in the client’s account: significant differences should be followed up 
as described above. 

SUBSTANTIVE TESTS 

Cost of sales 

4.14 For the majority of clients, cost of sales is calculated by adding 
or subtracting the movement on stock and work in progress to 
materials purchased and labour expended. Less commonly, the cost 
of sales figure is calculated from despatch information (i.e. stock is 
fully integrated within the accounting records) and substantive tests 
will consequently be concerned wiih the accuracy of the despatch 
data (quantities despatched / services rendered) and the application of 
an accurate cost per unit, properly adjusted for variances. The 
substantive tests described in the following paragraphs cover 
materials purchased and other expenses. Labour costs are considered 
separately in section 5 below, stock is considered in Chapter 18. 

4.15 We should test that: 

• purchase invoices recorded are in respect of goods and services 
received; and 

• all valid claims against suppliers have resulted in credit being 
received. 

4.16 Because we are testing recorded purchases, the source used for 
our test must be the nominal ledger. Frequently the entries in the 
nominal ledger accounts consist of totals of transactions 
accumulated in, for example, the purchase analysis, transaction 
listing or day book. In such cases we cannot use the nominal ledger 
itself as the source for our substantive tests. Our first steps will 
consequently be: 

• trace entries in the nominal ledger in respect of purchases back to 
the posting sources 

• perform casting tests on the relevant nominal ledger accounts and 
the posting sources. 
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4.17 Assuming that the results of this work are satisfactory, we may 
then use the posting source as the starting point for selecting our 
representatives sample on which the following checks should be 
carried out: 

• trace the items chosen back to purchase invoices and ensure that 
they have been correctly allocated within the nominal ledger 

• verify, by reference to goods received notes or other available 
evidence, that goods or services have been received for the sample 
chosen, in the case of services, it may be necessary to rely on the 
confirmation of an appropriate official that the services were, in 
fact, received 

• verify, by reference to a priced purchase order or to the supplier’s 
price list, that the goods have been correctly priced 

• check calculations on the invoice 

• consider whether the purchase appears reasonable in the light of 
our knowledge of the client’s business. 

4.18 Although the sample of purchases will be selected mainly 
from invoices in the accounting records, we should not overlook 
year-end accruals and the sampling population should be extended to 
include these. It will normally be convenient to carry out these tests 
on accruals in conjunction with tests for understatement of accruals 
(described in Chapter 17). 

Overhead expenses 

4.19 The above tests apply equally to overhead expenses, but we 
can often obtain considerable audit assurance on such expenses from 
our work on: 

• analytical review 

• analyses and vouching of certain expense accounts 

• analyses of certain expense accounts for accruals and prepayments 
purposes. 

4.20 In some cases no additional substantive testing on overhead 
expenses will be necessary; in others a restricted sample will be 
sufficient. To avoid overauditing, expense items that have been 
adequately verified by the above methods should be segregated and 
excluded from the sampling population. 

Purchase credits 

4.21 Where purchase credits are likely to be material in value, a 
sample should be chosen from goods returned notes throughout the 
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year (and where possible from shortage reports, poor quality 
purchase reports, etc.) and traced to the subsequent receipt of a credit 
note or an alternative explanation if one was not received, ensuring 
that any credit note has been correctly posted to the accounts. 

4.22 Other substantive tests 

4.22.1 The following additional substantive tests should be 
considered: 

• scrutinise cash book for unusual items of expenditure and nominal 
ledger expenditure accounts for unusual debit or credit entries; the 
effectiveness of such scrutiny will depend on the amount of detail 
given in the narrative to each entry and the volume of transactions, 
all unusual items found should be noted and adequate 
explanations obtained 

• verify journal adjustments made to the purchases and expense 
accounts to ensure that such entries are valid adjustments 

• review cut-off tests on stock; however, unless the scope of such 
tests is exceptionally wide, the assurance to be derived on the 
validity of purchases will be minimal 

• review purchase credit notes received after the year-end to ensure 
that any material credits relating to the year under audit are 
adjusted for. Where the volume of credit notes is large, more 
formal cut-off testing should be carried out on purchase ci^dit 
notes. 

4.22.2 Specific tests may be necessary for particular expense 
headings. For example, interest payable on debentures and long-term 
loans might be verified as follows: 

• prepare a schedule reconciling the opening and closing position of 
interest paid (gross, tax deducted and net amounts) and vouch 
payments to the cash book 

• check posting to the nominal ledger— Interest Account(s) and Tax 
Account 

• check that interest payments are calculated in accordance with 
loan agreements 

• ensure that income-tax has been deducted and paid to the 
Government within the due date. 

5 WAGES AND SALARIES 

5.1 Our audit objectives on overstatement of expenditure may be 
restated for wages and salaries as: 
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Payroll expenses represent payments made to genuine employees at 
the agreed rate for the services received. 

5.2 The audit of wages and salaries is important for the following 
reasons; 

• in many companies wages and salaries will be the largest single 
expense after the cost of materials purchased and probably the 
largest in some service industries and professions 

• there is scope for fraud, especially where wages are paid in cash 

• significant year-end liabilities (e.g. the Provident Fund and 
Employees’ State Insurance Contributions) relate to the wages and 
salaries expense 

• there are various legal requirements regarding the disclosure of 
information, both financial and non-financial, about employees 
and their remuneration. 

5.3 The misappropriation of payroll deductions and net wages or 
salaries will result initially in an understatement of liabilities (the 
amount due to the proper recipient), as might other failures to 
account properly for PF, ESIC and other deductions. The audit work 
relating to this is dealt with in Chapter 17 on creditors, though, in 
practice, such work is usually carried out at the same time as the work 
described below. 

INTERNAL CONTROL 

5.4 The internal controls we would expect to find operating over a 
client’s wages and salaries system will vary widely according to the 
type of system in operation, in particular according to whether wages 
are paid by cash, cheque or credit transfer. 

5.5 Control objective: Only authorised employees appear on the 
payroll. 

5.5.1 Possible errors under this heading are; 

• fictitious employees on payroll 

• leavers not deleted from payroll. 

5.5.2 The problem of unauthorised employees appearing on the 
payroll increases with the size of the labour force and where 
the management cannot hope to know every member of staff. Internal 
controls which would help to prevent the errors described from 
occurring include; 

• independent maintenance of personnel records and comparison 
with payroll 
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• written notification of starters and leavers 

• reconciliation of payroll numbers with previous week checked 
or reviewed by a responsible official 

• review of payroll by a responsible official/evidence of review 

• adequate division and regular rotation of duties in the wages 
department. 

5.6 Control objective; Payments are at the agreed rate for services 
received. 

5.6.1 Possible errors under this heading are; 

• calculation of salary incorrect 

• incorrect hourly rate used; overtime rates applied to basic hours 

• incorrect number of hours worked used in calculation 

• incorrect calculation of piece rate/bonus earnings. 

5.6.2 Internal controls which would prevent the occurrence of the 
errors described include; 

• review of payroll (as above) 

• controls over standing data used for salary calculations 

• written authorisation for salary increases 

• controls over piece work records used in pay calculations and 
reconciliation to production statistics 

• approval of, and control over, bonus and profit-sharing schemes 

• supervision over use of clock cards if used as a basis for salary 
calculations 

• approval of time sheets by a responsible official if used as a basis 
for wages and salary calculations 

• independent reconciliation of salaries figure with previous 
month’s figure 

• exception reporting routine established 

• review of payroll costs reported in management information 
distributed to appropriate levels of management. 

5.7 Control objective; Gross pay is correctly recorded in the 
nominal ledger. 

5.7.1 Possible errors under this heading are; 

• casting error in payroll 

• mis-posting of nominal ledger from payroll/other sources. 

5.7.2 Internal controls which may prevent the errors described 
include: 

• independent casting of payroll 
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• independence between wages and salaries department and 
accounts department 

• control accounts maintained for gross pay and deductions/ 
independent monthly reconciliation to payments made. 

ANALYTICAL REVIEW 

5.8 Analytical review methods can often give considerable 
assurance on the validity of employee costs, since these are usually 
relatively stable. 

5.9 Our approach is to estimate the expected level of employee 
costs, analysed into appropriate categories, to compare these 
estimates with the actual expense recorded in the accounts and to 
investigate and obtain explanations for any significant differences. 
The assurance to be derived from this procedure will depend on the 
nature of the available information on which we base our estimates. 

5.10 The information on which the analytical review will be based 
may include: 

• analysis of employees by function, department, production area, 
grade 

• analysis of changes in employee numbers 

• hours worked by factory staff analysed by product type 

• analyses of the effects of strikes, lock-outs, lay-offs, short-time 
working, etc. 

• changes in pay rates 

• chages in shift working 

• changes in production methods, e.g, introduction of automated 
machinery 

• productivity and bonus information. 

5.11 In addition, production and sales information considered in 
analytical review of turnover and cost of sales may be relevant. 

5.12 By identifying relationships within this data, we can build up 
an estimate of the employee costs for the year. This can then be 
compared with the actual figure charged in the accounts and any 
significant difference investigated further. 

5.13 For example, comparing average numbers employed with the 
previous year (by week or by month) and applying the average wage 
cost per employee to the overall increase or decrease will give an 
estimate of the current year's overall cost; facluis such as overtime 
may also need to be taken into account. 

5.14 As a more complicated example, a comparison of production 
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data for the current and previous years may indicate an increase 
which we would expect to be reflected in an increase in hours worked. 
This increase may be corroborated by the production manager's 
analysis of time records and the financial effect calculated by 
applying the appropriate rates of pay. A change in the mix of grades 
of employees, or in the proportion of overtime hours, or an increase 
in productivity, could be identified from a more detailed examination 
of the analysis of time records. 

5.15 An alternative approach, which is applicable to businesses which 
employ relatively few staff and which have low levels of staff 
turnover, is to obtain a complete list of all staff and their salaries, at 
the beginning and end of the year. We should then agree or reconcile 
(to within a reasonable amount) the salary costs for the year shown in 
the accounts to these lists. We should also review the names and 
salaries on the lists with the company's management, ensuring that: 

• we know the functions of each employee 

• their salary is reasonable 

• new employees either replace leavers or can be related to the 
expansion of the business 

• where part of the business has contracted or has ceased the related 
employees have been transferred to another function or have left. 

SUBSTANTIVE TESTS 

5.16 Because we are testing for overstatement, the source for the 
substantive test must be the wages and salaries account in the 
nominal ledger. However, the entries in the nominal ledger account 
will invariably be the payroll total (or some other summary of 
payroll data, for example, a journal entry). Our substantive test 
breaks down, therefore, into two parts: 

(i) tracing the nominal ledger entries through to the payroll (and 
any other sources such as journal entries) for, say, one or two months, 
ensuring that there are no unusual entries in the accounts; and 

(ii) .selecting a sample of employees from the payroll covering the 
whole year, tracing them back to personnel records and checking 
gross pay to authorised rates of pay and records of hours worked, as 
appropriate. 

5.17 In addition, the casting of the payroll should be considered to 
be an integral part of this test. 

5.18 Where there are material items shown as employee costs in the 
nominal ledger arising from sources other than payroll we should 
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investigate the validity of :hese entries. Furthermore, we should be 
particularly careful to identify all wages and salaries not paid through 
the wages and salaries account, and ensure that the necessary tax 
deducted at source (TDS) and Provident Fund (PF) deductions are 
made. It should be noted that failure to account correctly for TDS 
and PF is a liability of the company, this point is discussed further in 
Chapter 17. 

6 OBJECTIVE: Expenditure is measured on an acceptable basis, 
consistent with previous years, in accordance with the stated 
accounting policies and in compliance with the Companies Act 
and accounting standards. 

6.1 A review of the consistency of application of accounting policies 
should be carried out as part of completion procedures by a person 
with sufficient knowledge of the Companies Act and accounting 
standards (either the audit senior or audit manager). However, at the 
planning stage the acceptability of those policies should be 
considered so that any required changes can be discussed with the 
client. 

6.2 We should consider whether the accruals concept (matching 
related income and expenditure) has been applied. In particular, we 
should ensure that for all revenue items included in the profit and loss 
account, all related expenditure has been charged to the profit and 
loss account. In addition, where expenditure incurred relates to 
future revenue, it should be carried forward as deferred expenditure, 
although under the prudence concept this is acceptable only if it rs 
expected to be recovered with a reasonable degree of assurance. 
Advertising is an example of an expense which may have a revenue 
benefit in a future period. 

6.3 For most businesses, matching is achieved by normal cut-off 
procedures and depreciation of fixed assets. Examples where more 
careful consideration is required are: 

• research and development expenditure: AS 8 sets out the 
circumstances in which this can justifiably be carried forward 

• long-term construction contracts 

• “front-end” fees, for example for financial services 

• business involved in forward and future trading, where related 
contracts may mature in different accounting periods. 
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7 OBJECTIVE: Expenses have been properly disclosed in 
compliance with the Companies Act and accounting standards 

7.1 We should ensure that the disclosures of items of expenditure 
comply vk'ith the Companies Act and with accounting standards. 

7.2 We should ensure that expenditure has been properly analysed 
on a consistent basis and that the profit and loss account headings are 
appropriate. We should also review and test supporting schedules of 
additional disclosures (such as depreciation, staff information, and 
hire of plant and machinery). 

7.3 Particular attention should be directed towards the treatment 
of exceptional or extraordinary expenditure, and of prior year 
adjustments. Clause 2(b) of Part II of Schedule VI of the Companies 
Act, 1956 as well as AS-5 require disclosure of such items. Staff 
should be fully conversant with this standard and the statutory 
requirements, in order that they can identify such situations and 
determine whether the disclosure requirements have been met. 

PROGRAMME CHECKLIST 


ALL EXPENDITURE IS RECORDED 

Paragraphs 

• Assurance derived from work in other areas 

RECORDED EXPENDITURE IS GENUINE 

• Trace entries in the nominal ledger in respect of 

3.1 

purchases hack to the posting source 
• Check casting of no ninal ledger accounts and 

4.16 

posting sources 

• Trace sample of recorded purchases to 

purchase invoices, ensuring correct allocation 

4.16 

within the nominal ledger 
• Verify that goods or services have been 

4.17, 4.18-20 

received for this sample 

4.17 

• Verify that invoices are correctly priced 

4.17 

• Check calculations on invoices 

• Scrutinise cash hook and nominal ledger 

4.17 

accounts 

• Verify journal adjustments made to the 

4.22.1 

purchases and expense accounts 

4.22.1 

• Review cut-off tests on stock 

• Consider specific tests on particular expense 

4.22.1 

headings 

4.22.2 
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Purchase credits 

• Check sample of goods returned notes to 

subsequent receipt of credit note 4.21 

• Review credit notes received after the year-end 4.22.1 

Wages and Salaries 

• Trace nominal ledger entries to payroll 5.16 

• Select sample of employees from payroll 5.16 

• Check gross pay to salary records or to authorised 

rates of pay and records of bonus entitlements 5.16 

• Check casting of the payroll 5.17 

• Investigate any employee costs in the nominal 

ledger arising from sources other than the payroll 5.18 


EXPENDITURE IS MEASURED ON AN ACCEPTABLE 
BASIS, CONSISTENT WITH PREVIOUS YEARS, IN 
ACCORDANCE WITH THE STATED ACCOUNTING 
POLICIES AND IN COMPLIANCE WITH THE COMPANIES 
ACT AND ACCOUNTING STANDARDS 

• Review consistency of application of accounting policies 6.1 

• Review acceptability of accounting policies 6.1 

• Consider matching of costs and revenues 6.2, 6.3 

EXPENSES HAVE BEEN PROPERLY DISCLOSED IN 
COMPLIANCE WITH THE COMPANIES ACT AND 
ACCOUNTING STANDARDS 


• Verify disclosure 7 .1 

• Check analysis 7.2 

• Consider treatment of exceptional and extraordinary items 7.3 



CHAPTER 17 


CREDITORS, ACCRUALS, 
PROVISIONS AND CONTINGENCIES 



Introduction 

Paragraph 

I 


2 

Audit objectives 


3 

Completeness and accuracy of creditors generally 



Introduction 

Internal control 

3.1 


Purchase ledger 

3.8 


Other creditors 

Analytical review 

3.17 


Purchase ledger 

3.21 


Expense accruals 

Substantive tests 

3.22 


Direct verification 

Table 17.1 Specimen letter for creditors’circularisation 

3.24 


Accruals tests 

3.25 


Purchase ledger— extraction of balances 

3.26 


Debit balances 

3.27 


Balances in foreign currency 

3.28 


Hire purchase and leasing creditors 

3.29 


Deferred income 

3.30 

4 

Completeness and accuracy of payroll creditors 



Internal control 

Substantive tests 

4.1 


Wages accrual 

4.5 


Bonuses 

4.6 


Holiday pay 

4.7 


Payroll deductions 

4.8 

5 

Provisions and contingent liabilities 



Provisions and contingencies 

Table 17 2 —Review of potential liabilities 

5.1 


Pending legal actions 

Table 17,3—Specimen letter to .solicitors 

56 


Gratuity liabilities 

5.7 


Forward foreign exchange and commodity contracts 

5.8 


Warranty and repair claims 

5.9 


Adequacy of disclosure 

5.10 

6 

Accounts presentation 


Programme checklist 


Appendix 17.1 Circularisation procedures 
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1 INTRODUCTION 

1.1 This section covers work on all the liabilities shown in the balance 
sheet of an enterprise with the exception of long term loans, tax 
liabilities, amounts due to group and related companies and amounts 
due to banks. 

1.2 Verifying the completeness of liabilities presents us with 
particular problems of obtaining relevant evidence. In most cases, the 
more readily available evidence would merely verify the morc/pc/items 
rather than show that there are no unrecarded \icms. We must ensure 
that our audit approach will identify potential liabilities and then 
determine whether an actual liability does in fact exist and, if so, 
whether it is included in the accounts. 

1.3 The audit of provisions involves a considerable degree of 
judgement, not only in assessing whether the provisions are adequate 
and not excessive, but also in deciding whether there is sufficient 
evidence available for this assessment to be made properly. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) Creditors and accruals are completely and accurately included 
in the balance sheet. 

(ii) Adequate but not excessive provisions are made for all other 
liabilities incurred by the balance sheet date and disclosure is made of 
all material contingencies and financial commitments for which full 
provision has not been made. 

(iii) Creditors, accruals and provisions are presented in the financial 
statements in accordance with the requirements of the Companies Act 
and accounting standards, 

2.2 It will normally be appropriate for the audit work to be 
organised according to the client’s accounting system rather than the 
balance sheet captions. For example, a split can be made between 
purchase ledger and non-purchase ledger creditors, rather than 
between trade creditors, other creditors and accruals. 

3 OBJECTIVE; Creditors and accruals are completely and 
accurately included in the balance sheet 

INTRODUCTION 

3.1 Following the principles of directional testing, the emphasis of 
our audit work on creditors will be on checking completeness, i.e. 
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testing for understatement. This work also gives us assurance that 
expenditure is not understated (see paragraph 3.1 of Chapter 16). Our 
assurance that creditors are not overstated comes primarily from our 
work on expenditure (described in section 4 of Chapter 16) and on 
assets generally. 

3.2 In essence the purchase cycle consists of four stages: 

• ordering of goods or services 

• receipt of goods or services 

• receipt and authorisation of invoice 

• payment. 

3.3 Since the emphasis of our work is on checking completeness, we 
wish to obtain evidence not only that all valid purchase invoices 
received but unpaid at the balance sheet date have been recorded as 
liabilities but also that accruals have been made to reflect liabilities 
for goods or services received but not invoiced at the year end. 

3.4 It follows that unless the client has a formal system for 
recording purchases at an early stage in the purchases cycle, the 
reliance that can be placed on internal control will be limited since no 
reliable records will be available of liabilities incurred for which no 
invoice has been received. 

3.5 A commonly used method is to maintain temporary files of 
purchase orders or goods inwards notes awaiting matching with a 
purchase invoice. Alternatively, where an integrated standard costing 
system is used, purchases are recorded in the accounts on receipt. 

3.6 Where we are unable to place reliance on the system for 
recording uninvoiced liabilities, we may nevertheless decide to assess 
and test controls over the recording of purchase invoices. In such 
cases, however, it is important that sufficient substantive testing is 
carried out to verify that all liabilities for goods and services received 
but not invoiced are included in the accounts. 

3.7 Analytical review procedures (discussed later in this section) are 
of limited use in verifying creditors generally, although they may be 
of assistance for particular items (such as expense accruals). 

INTERNAL CONTROL 

Purchase ledger creditors 

3.8 The following control objectives are appropriate in a purchase 
ledger system. 

3.9 Control objective; Complete and accurate records are 
maintained of purchases for which no invoice has been received. 
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3.9.1 Possible errors under this heading are: 

• goods and services received not recorded 

• goods or services inaccurately recorded on receipt 

• records of goods and services received not maintained in a form 
suitable for accruing costs not invoiced at year end. 

3.9.2 Controls over the completeness and accuracy of recording of 
receipts of goods and services include the following: 

• receiving department independent of ordering/invoice authori¬ 
sation/ledger maintenance/cashiers/cheque signatories 

• purchase orders/requisitions prepared for all purchases 

• purchase orders prenumbered with control over unissued 
purchase orders 

• purchase orders matched/cross-referenced to goods inward notes 

• unmatched purchase orders effectively followed up 

• goods inward notes prepared for all goods received / goods inward 
notes authorised by receiving department 

• goods inward notes contain details of goods/date/authorisation 

• goods inward notes prenumbered 

• copy goods inward note required before goods can be accepted by 
user departments 

• goods inward notes used to update continuous stock records/ 
regular stocktakes, reconciliation of physical to book stock 

• goods inwards notes prepared from/matched or attached to 
supplier’s delivery note. 

3.10 Control objective: Purchase invoices received are completely 
and accurately recorded in the purchase ledger. 

3.10.1 Possible errors under this heading are: 

• purchase invoices lost/suppressed on receipt 

• inaccurate purchase invoices accepted and posted 

• purchase invoices not submitted for posting or inaccurately posted. 

3.10.2 The consequences of the loss or suppression of purchase 
invoices will not be serious if there is an effective system for recording 
uninvoiced liabilities since those records may be used to establish 
creditors at the balance sheet date. However, when the ordering and 
receiving system is unreliable the procedures for logging incoming 
invoices assume far greater importance. 

3.103 Controls over the completeness and accuracy of posting of 
purchase invoices include the following: 

• unmatched purchase invoices/goods inward notes regularly 
reviewed 
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• purchase invoices sequentially numbered/ recorded in a register on 
receipt 

• stages of processing of purchase invoices recorded in register 

• numerical continuity check of purchase invoices/unprocessed 
items followed up 

• purchase invoices batched and totalled prior to posting 

• agreement of batch totals to totals posted. 

3.10.4 Control over the completeness of recording of incoming 
invoices is partly a matter of organisation. The members of staff 
responsible for accumulating the invoices and submitting them for 
processing should be independent of those who have use of, or 
control over, the related goods or services. Invoices could otherwise 
be deliberately suppressed to conceal, at least temporarily, the 
misappropriation of goods. 

Accuracy of purchase invoices 

3.11 Controls to verify the accuracy (pricing, calculation etc.) of 
the purchase invoices are dealt with in detail in Chapter 16 
(Expenditure). These controls should also be considered in relation 
to the above control objective. 

3.12 Control objective: All debit entries in the purchase ledger in 
respect of payments are valid accuraie. 

3.12.1 A possible error under this heading is: 

• amounts recorded do not reflect payments made. 

3.12.2 This possible error could occur for a number of different 
reasons: 

• entry in purchase ledger is totally fictitious 

• payment represented by entry has been misappropriated 

• incorrect amount posted 

• correct amount posted but to wrong ledger account (including 
posting of expense payments to purchase ledger). 

3.123 Adequate segregation of duties, particularly between cash 
book and purchase ledger maintenance, supported by independent 
reconciliation of suppliers’statements, should guard against the first 
two of these possibilities. 

3.12.4 Control over the accuracy of postings to the purchase ledger 
is almost invariably linked with control over the cash book (discussed 
in Chapter 22). The following controls are also relevant: 

• payments batched and totalled prior to posting and batch totals 
agreed to amounts posted 
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• check of account codes of payments prior to posting 

• regular and prompt reconciliation of suppliers’ statements 

• regular and prompt purchase ledger control account 
reconciliations 

• cheques produced automatically by computer, so that input of 
cheque numbers and amounts of signed cheques results in 
automatic ledger and cash book update, or the use of a manual 
“one-write" system 

• segregation of duties between cashiers and purchase ledger clerks 

• staff with access to signed cheques should not be in a position to 
intercept and suppress suppliers’ statements or requests for 
payment of unsettled invoices. 

3.12.5 The most obvious way in which cheques may be 
misappropriated is by fraudulent endorsement. It may also be 
possible for an employee to open a bank account with an account 
name similar or identical to that of a supplier and for bona fide 
payments to the supplier to be diverted into this account. It is 
important that adequate control is maintained over signed cheques 
prior to despatch. 

3.12.6 Fraudulent endorsement of cheques may be prevented by 
having “not negotiable—account payee’’pre-printed on each cheque. 

3.12.7 Misappropriation of payments may also occur if cheques are 
not properly scrutinised by cheque signatories or if blank cheques are 
signed without adequate safeguards, or if payments on account are 
made to suppliers. 

3.12.8 As a general rule, cheque signatories should always be in a 
position to verify that the cheque to be signed is for the correct 
amount and made out to the correct party. The system should specify 
the supporting documents which must accompany each cheque 
submitted for signature. 

3.12.9 In the case of purchase ledger payments it will not normally 
be practical to insist that payment is supported by the relevant 
authorised purchase invoice since these may be numerous. Suppliers’ 
statements suitably agreed or reconciled to the purchase ledger 
balance may be presented as an alternative. An independently 
checked and authorised cheque requisition or remittance advice used 
as a supporting document is a further satisfactory alternative. 

3.12.10 In order to prevent invoices or balances being paid twice in 
error, supporting documentation should be marked at the time the 
cheque or cheque requisition is signed to indicate that it has been 
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paid. The cheque number should preferably be entered on the 
supporting documentation, or a dated “paid” stamp used. 

3.13 Control objective: All debit entries in the purchase ledger in 
respect of credit notes are valid and accurate. 

3.13.1 Possible errors under this heading are: 

• entries in purchase ledger not supported by credit notes 

• valid credit notes inaccurately posted/posted twice. 

3.13J2 This control objective need not be considered if purchase 
credit notes are immaterial or are received so infrequently that they 
may be audited more efficiently by substantive testing. 

3.133 Where suppliers’ credit notes are common, the system for 
dealing with them should include controls such as: 

• credit notes compared/attached/cross-referenced to record of 
goods returned/goods inward note/rejected purchase invoice or 
other evidence or claim against supplier 

• credit notes coded with account code prior to authorisation 

• credit notes batched prior to posting, batch totals agreed to values 
actually posted. 

3.14 Control objective: All valid journal adjustments are accurately 
posted. Invalid adjustments cannot be made. 

3.14.1 Possible error under this heading arc: 

• valid journal adjustments omitted 

• invalid journal adjustments made 

• journals inaccurately posted. 

3.14.2 In a well controlled system journal entries should be 
exceptional. A high incidence of journal entries will suggest that 
controls over other forms of input to the purchase ledger are poor. 
3.143 The following controls might be expected to prevent the 
occurrence of the possible errors described above: 

• prohibition of correction of entries except by journal 

• journal entries easily distinguishable from other postings 

• journal entries documented/supported/authorised, adequate 
narrative on voucher/sheet/ledger to explain entry 

• proper log kept of journal entries 

• journal posted independently of originator 

• journal vouchers cancelled when posted 

• regular independent review of journal entries by a responsible 
official/evidence of review 

• sequential numbering of journal vouchers/sheets/numerical 
sequence checked 
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• control over unissued voucher/ sheets. 

3.15 Control objective: The purchase ledger is properly maintained. 

3.15.1 Possible errors under this heading are: 

• valid recorded purchase ledger data may be corrupted or lost 

• errors in the processing of transactions affecting purchase ledger 
not detected within a reasonable time. 

3.15.2 Often, strong overall controls over the maintenance of the 
purchase ledger will go a long way towai ds making up for weaknesses 
in control over daily transactions. 

3.153 The single most important overall control over the purchase 
ledger is the regular reconciliation of individual balances with 
suppliers' statements. This step is often required before payments 
may be made to suppliers, in which case it represents a control over 
the accuracy of payments as well as an “overall” control. 

3.15.4 In addition to this important control the following features 
will be characteristic of a well maintained purchase ledger: 

• authorisation required before new ledger accounts may be opened 

• protection of standing files of supplier names/addresses in a 
computer based system 

• protection of purchase ledger master-file (through password 
security etc.) 

• in a manual system, control over individual ledger sheets or cards, 
and prohibition of entries in pencil/removable ink 

• payments regularly “keyed off’ against relevant invoices/ 
composition of balances at any one time readily ascertainable 

• regular review of ledger/ investigation of unusual items (e.g. debit 
balances) 

• entries in ledger adequately detailed (e.g. purchase invoice 
number/cheque number/cash book folio reference entered 

• transactions processed promptly 

• postings only from authorised sources 

• control account maintained and regularly reconciled to list of 
balances/discrepancies promptly investigated 

• ledger maintenance independent of buying department/ receiving 
department/cash book maintenance. 

3.16 Control objective: Purchase ledger cut-off is accurate and 
accurate lists of accruals are prepared. 

3.16.1 Possible errors under this heading are: 

• invoices relating to pre year and purchases omitted from purchase 
ledger at year end 
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• invoices relating to post year end purchases included in purchase 
ledger at year end 

• liability for goods received but not invoiced omitted 

• duplication of invoice already included in purchase ledger. 

3.16.2 Most businesses will delay closing their purchase ledger at 
the year end for a few days to allow for the receipt and processing of 
invoices relating to supplies received before the year end. There must 
therefore be procedures laid down to prevent the premature 
processing of post year end transactions, which still permit urgent 
payments to suppliers to be made. 

3.16.3 In addition, lists must be prepared of all goods and services 
received before the year end for which an invoice has not been 
received, or has been received too late for posting to the purchase 
ledger before it was closed. Files of unmatched goods received notes 
and an invoice register will normally form the basis for these lists of 
accruals. Adequate procedures to prevent double-counting are 
essential. 

3.16.4 Further lists of goods returned awaiting credit and invoices 
in dispute will normally also be prepared. 

3.16.5 The controls introduced to achieve these objectives will vary 
according to the nature of the client’s accounting system. 

Creditors other than purchase ledger 

3.17 Non-purchase ledger creditors vary but can include a variety of 
different types of liability, such as expense accruals, creditors in 
respect of fixed asset purchases, excise duty and sales-tax liabilities, 
etc. 

3.18 In many cases non-purchase ledger creditors can be audited 
most effectively by substantive methods. However, internal control 
may be relevant where all invoices, including those for expenses and 
fixed asset purchases, are recorded in an invoice register immediately 
on receipt. 

3.19 Controls over an invoice register are considered in paragraph 
3.10.3 above. In most businesses, expense invoices may be received by 
a number of different departments throughout the organisation; an 
invoice register is only effective if there are procedures to ensure that 
all invoices are sent to the accounts department to be recorded 
immediately on receipt, and if necessary returned to the addressee for 
verification and authorisation. 

3.20 The client should set up proced ures for accrual of expense and 
other creditors similar to those discussed in section 3.16. 
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ANALYTICAL REVIEW 

3.21 Purchase ledger creditors 

3.21.1 In most cases analytical procedures will be of limited use as a 
tool for gaining positive assurance as to the completeness and 
accuracy of purchase ledger creditors. We are unlikely to detect an 
error at the level of materiality by the use of ratios and percentages 
except perhaps in the very simplest of businesses. 

3.21.2 In spite of the shortcomings of analytical procedures as a 
method of verifying purchase ledger creditors, certain steps are 
always worthwhile both as an aid to planning the emphasis of other 
substantive work and also to improve our understanding of the 
influences which have shaped the balance sheet. These are: 

• comparison of the balance on the purchase ledger control account 
month-by-month, throughout the year and for the period after the 
year end; identification of the general trend and enquiry into the 
reasons for it; investigation into any material deviations from the 
trend 

• calculation of the number of days’ credit taken at the year end using 
trade creditors and the most recent purchases; comparison of the 
number of days’ credit with the equivalent figures for previous 
years; enquiry into the reasons for any significant change. We 
should consider in particular whether a substantial increase in the 
credit period indicates an inability to meet liabilities as they fall due 

• review of list of trade creditors in conjunction with equivalent list 
at previous balance sheet date. We should enquire into significant 
changes (e.g. the absence of balances due to major suppliers of the 
previous year). 

3.21.3 Sometimes analytical work on purchase ledger creditors may 
yield positive assurance about the completeness and accuracy of the 
amounts stated. One example arises where supplies for particular 
product lines are obtained exclusively from particular supplies so 
that the quantity of goods purchased can be related to the level of the 
company’s activity. In this case it is generally more convenient to 
carry out the analysis as part of the work on the validity of the cost of 
sales figure in the profit and loss account, though the results of the 
review should however be taken into account in deciding on the scope 
of other substantive work on creditors. 

3.22 Overhead expense accruals 

3.2|:,I Analytical procedures may provide significant assurance as 
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to the completeness and accuracy of overhead expense accruals. 
However, it is important to review not only the accruals made but also 
the total charge for the year, since the accruals may be affected by the 
timing of payments of expense invoices. This work should therefore 
be linked with our analytical feview of the profit and loss account 
(see Chapter 16). 

3.22.2 A global comparison of the total accrual for expenses with 
the equivalent for previous years may be useful in alerting us to any 
possibility of deliberate profit-management. 

3.22.3 Where the business pays royalties based on sales, or 
commissions calculated as a percentage of certain sales categories, an 
overall comparison between the commission charged for the year and 
the level of appropriate sales may provide evidence that the correct 
accrual has been made. 

SUBSTANTIVE TESTS 

Introduction 

3.23 Substantive tests to verify the completeness of amounts due to 
suppliers (both of goods and services) will include; 

• direct verification of balances with suppliers, either by reconciling 
to suppliers’ statements or by circularisation 

• tests on accruals to ensure that accruals have been made for all 
goods and services received before the balance sheet date for which 
invoices had not been recorded in the accounts by the year end 

• other tests on purchase ledger accounts and extraction of 
balances. 

These are discussed in detail below. 

3.24 Direct verification 

3.24.1 Balances with suppliers may be verified by checking them 
against statements from suppliers or by circularisation. As we are 
seeking evidence on the completeness of recording of liabilities, this 
verification must be carried out on year end balances rather than at an 
interim date. 

3.24.2 Because of the ease with which suppliers’ statements can be 
suppressed, it is essential that the sample of suppliers for verification 
be selected without regard to whether or not the client has a statement 
from that supplier. 

3.243 Where year end statements are available for suppliers in the 
sample, it will usually be sufficient to reconcile the ledger balance to 
the statement to ensure that all invoices are included. Those suppliers 



452 


PRACTICAL AUDITING 


selected for which no statement is available should be circularised. 
We should also consider circularising suppliers in the sample for 
whom a statement is available if there is any doubt as to the validity of 
the statement, as when, for example, the statement is handwritten or 
typed (because of the ease with which such statements can be 
amended) or suppliers run multiple accounts for the client (to ensure 
that no additional accounts are overlooked). 

3.24.4 Where the client receives statements from a relatively small 
proportion of suppliers, or files statements haphazardly, it may be 
more efficient to circularise suppliers without checking whether a 
statement is already available. This may also be necessary where the 
audit timetable is such that the circularisation letters must be sent out 
at, or immediately after, the client’s year end. 

3.24.5 The population from which the sample for verification is 
chosen must not be restricted to those suppliers with accounts in the 
purchase ledger, but should include all suppliers of goods and 
services to the client. In calculating the guidance figure for sample 
size, using the formula in paragraph 3.13 of Chapter 7, the “value of 
the population’’may be taken as the amount as recorded by the client, 
as the only available measure. However, if this figure is abnormally 
low (for example, if substantial purchase ledger payments had been 
made the day before the year end) this may indicate too small a 
sample size and an estimate of a “normal” balance may have to be 
used instead; a better starting point may be to take the number of 
months’ purchases which represents the period of credit normally 
taken by the client (for example, if this is 60 days then 2 months’ 
normal purchases would be used). 

3.24.6 When we are selecting items for the sample, we want to 
weight our selection towards the larger suppliers. Since we are testing 
to ensure that the client’s records are complete, it is incorrect to 
weight the sample according to the recorded year end balance. The 
sample should in theory be weighted according to the volume of 
purchases throughout the year from each supplier. In practice, this 
will only be possible if the company keeps records of purchases by 
supplier. However, an appropriate weighting can be achieved by 
placing emphasis on: 

• known large suppliers, including those identified in previous years 

• suppliers with large balances at the year end 

• suppliers with large balances at other times during the year 

• a random selection of other suppliers. 
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3.24.7 It is important that the method of sampling docs not 
preclude the selection of: 

• suppliers whose year end ledger balance is nil 

• suppliers whose year end ledger balance is a debit 

since unrecorded invoices are no less likely in these instances. 

3.24.8 Letters of circularisation should request suppliers to report 
the balances which, according to their records, are owing by our 
client and to support these, if possible, with their statements of 
account. An example of a suitable letter is given in Table 17.1; the 
exact wording should be agreed with the client. 

Table 17.1—Specimen Ictler for creditors’circularusation 


(TO BE TYPED ON CLIENTS NOTEPAPER) 

Dear Sirs 

In accordance with the request of our auditors, Spicer and Pegler, we are 
writing to ask you to advise them, m the space provided below, of any amount 
owed by us to you as at (insert date). If there is a balance owed, it would be 
helpful if you would also supply them with a statement detailing the items 
making up the balance. 

After signing and dating your reply, please send it direct to Spicer and Pegler in 
the enclosed reply-paid* envelope. 

Yours faithfully 
Chief Accountant. 

(Our reference) ^ 

Spicer and Pegler, 

(local address) 

(Name of customer) 

I he amount owed by XYZed Limited at (insert date) was Rs.as 

detailed in the attached statement. 

We confirm that there are no other accounts between our company and XYZed 
Limited. 

Date . Signed. 

Position . 


Notes 

*An international reply-paid coupon should be enclosed with requests to overseas 
customers. 

tControl schedule reference number. __ 
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3.24.9 Detailed procedures for creditor circularisation are given at 
Appendix 15.1 to this chapter, but the following points should be 
emphasised. 

• Since our main objective is to verify that all liabilities are recorded, 
creditors’ circularisation letters should ask the supplier to state the 
balance in his records, supported by a statement, rather than 
request confirmation of the balance shown in the client’s records. 
In particular, little purpose is served by asking for confirmation of 
specific unpaid invoices. It is unlikely that suppliers will have 
difficulty in confirming balances, particularly if the request is 
made at or soon after the year end. 

• Where cash in transit is a reconciling item, it should be checked to 
the cash book and bank reconciliation. 

• Invoices in transit should be checked to determine whether goods 
were received before or after the year end. If pre year end, the 
invoice should be traced to the lists of accruals. 

3.25 Accruals tests 

3.25.1 In addition to the assurance gained from direct verification 
work, the accuracy and completeness of accruals should be tested as 
follows; 

• checking client’s lists of accruals to supporting evidence (such as 
goods received note and invoice) to ensure that the correct amount 
is accrued, goods were received before the year end, and that the 
invoice has not already been posted in the purchase ledger or 
accrued elsewhere 

• checking from temporary files of goods received and goods 
returned notes for items received before the year end, and agreeing 
to lists of accruals 

• review of orders placed before the year end or other records that 
may indicate unrecorded purchases 

• checking unprocessed invoices from invoice register, to lists of 
accruals 

• review of purchase and expense invoices recorded after the year 
end (and those unrecorded at the date of the audit) to ensure that 
accruals are made for any relating to goods or services received 
before the year end 

• review of payments made after the year end, verifying by reference 
to supporting documentation whether they relate to pre or post 
year end purchases or expenses. 
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3.25.2 In addition, accruals should be tested for overstatement as 
discussed in paragraphs 4.17 and 4.18 of Chapter 16. 

3.25.3 We should also ascertain which members of the client’s staff 
are responsible for dealing with disputes with suppliers and discuss 
with them any accounts or invoices in dispute; if necessary we should 
ask to see files of correspondence with the suppliers to enable us to 
decide on the need to make provision in the accounts for amounts in 
dispute, or the need to note a contingent liability. 

3.25.4 Tests on the accuracy of cut-off between stock and creditors 
are considered in Chapter 18 on Stock. The results of these tests 
should be reviewed when dealing with creditors. 

3.25.5 Where sales are delivered direct from supplier to customer, it 
will be necessary to test the cut-off between purchases and sales to 
ensure that both sides of each transaction fall into the same accounting 
period. 

3.25.6 Particular consideration must also be given to expenses that 
accrue over a period of time; these will not necessarily be invoiced by 
the time of the audit if this is carried out soon after the year end. 

3.25.7 Comparison with previous years’ accruals will be of some 
assistance, and it is essential that explanations are obtained for all 
major fluctuations; obviously this will not help in respect of one-off 
expenses or if the item arises for the first time this year. A knowledge 
of changes in the client’s business (for example, additional premises or 
new computer equipment) is important if we are to identify potential 
accruals. 

3.25.8 Legal and other professional fees can also easily be 
overlooked since they may not be invoiced until some considerable 
time after the services to which they relate commenced; they are often 
of a one-off nature and often relate to confidential matters dealt with 
directly by top management and of which the accounts department 
are not aware, 

3.25.9 We must also ensure that adequate accruals are made for 
profit or turnover related expenses such as bonuses, commissions, 
profit shares and royalties. We should therefore be aware of any new 
agreements entered into, and verify the accrual by: 

• checking calculations 

• verifying that these are in accordance with the provisions of the 
agreement (a copy of which should be filed on the permanent notes 
file) 

• checking to subsequent payment. 
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3.25.10 Where the client includes a round sum provision to cover 
accruals not identified, we should: 

• ensure that this is calculated on a consistent basis 

• carry out sufficient audit work identifying actual accruals to 
ensure that the round sum provision is not materially inaccurate. 

3.25.11 Where the company’s purchases include the cost of 
continuous or periodic services, the year end liability may most readily 
be verified by ensuring that the profit and loss account has been 
charged with twelve months’ costs. 

3.26 Purchase ledger—extraction of balances 

3.26.1 To ensure that the purchase ledger total includes all the 
unpaid invoices recorded in the purchase ledger, we must test as 
follows; 

• check the totalling of the list of balances, to ensure that all 
balances listed are included in the total 

• check the balances from a sample of ledger accounts to a listing of 
all balances; it is important to ensure that the listing is complete 
and that no accounts or sections of the ledger are omitted 

• check the casts on a sample of ledger accounts, to ensure that the 
ledger balances are correct. 

These tests must be carried out whether the ledger is maintained 
manually, by machine or by computer. 

3.26.2 The total of the list of balances should be agreed with the 
purchase ledger control account; any reconciling items should be 
investigated to ensure that any necessary adjustments are 
incorporated in the accounts. Where more than one version of the 
control account is maintained, all versions must be agreed or 
reconciled in this way. A sample of entries in the control account may 
be traced to the posting source. 

3.27 Debit balances 

3.27.1 Debit balances in the purchase ledger should be investigated 
to establish how they have arisen and whether they are fully 
recoverable. In particular, we should consider whether they have 
arisen as the result of failing to record purchase invoices. Where the 
total of debit balances on the ledger is significant, we should consider 
circularising a sample of these balances to verify both the 
recoverability of the balance and the completeness of recording of 
purchases. Material items should be included in debtors on the 
balance sheet, or under stocks if a payment in advance, rather than as 
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a deduction from creditors, unless they can be properly offset against 
another credit balance. 

3.27.2 We should also examine a sample of ledger accounts for 
evidence of irrecoverable debits within an overall credit balance on an 
account. This involves investigating all “contra” items and journal 
entries appearing in the selected accounts and checking their validity. 
Payments made which do not appear to relate directly to the invoices 
recorded, or “round sum” payments, indicate possible disputes with 
suppliers and should be investigated further. Since errors of this kind 
will be detected by circularisation, the si/e of sample for this test can 
be restricted if sufficient reliance can be placed on the result of the 
circularisation. 

3.27.3 Credit balances in the sales ledger are discussed in 
Chapter 20. 

3.28 Balances in foreign currency 

3.28.1 Where creditors are denominated in foreign currencies these 
should be translated into rupees at the mid-market exchange rates 
ruling at the balance sheet date. We should verify this calculation and 
check the rates used to published sources. Where a forward exchange 
contract has been entered into, matched specifically to the creditor, the 
creditor should be translated at the contracted rate and not the year 
end rate. 

3.29 Hire purchase and leasing creditors 

3.29.1 The liability shown for hire purchase contracts, and leased 
assets where these are capitalised, will be the total amount of future 
instalments payable, less finance charges allocated to future periods. 
This liability should be split between the amount due within a year 
and the amount due thereafter. We should ascertain the method used 
to allocate finance charges over the period of the contract and 
consider whether ii is appropriate and in compliance with AS 7. 

3.29.2 We should obtain or prepare a schedule reconciling the 
opening and closing liability, reflecting new contracts, payments 
made and finance charges relating to the period. 

3.293 For new contracts commenced in the year under audit, we 
should examine the agreements and verify that the asset is correctly 
included in the accounts. We should also check the calculation of the 
allocation of finance charges to future periods, agreeing details to the 
agreement and thus verify the liability shown in the accounts. 

3.29.4 For existing contracts, we should check that the finance 
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charges allocated to the year under audit have been correctly debited 
to the profit and loss account and credited to the liability account. We 
should also check repayments to the cash book. Where the number of 
contracts is large, a sample only need be checked. 

3.29.5 In addition, we should obtain written confirmation from the 
lessor or finance company of the total instalments that remain unpaid 
at the balance sheet date. 

3.30 Deferred income 

3.30.1 Examples of deferred income are development grants (where 
these are not deducted from the cost of the asset), rentals received 
in advance and payments made in advance by customers for 
maintenance contracts. The audit approach will depend on the 
precise nature of the deferred income, but in addition to verifying the 
accuracy of the calculation of deferred income we should ensure that: 

• the accounting policy for deferred income is appropriate 

• it has been consistently applied from year to year 

• in particular, no income which should be deferred is included in 
the profit and loss account. 

4 WAGES AND SALARIES 

INTERNAL CONTROL 

4.1 Control objective: Payments are made to the correct person and 
are not misappropriated. 

4.1.1 A possible error under this heading is: 

• liability to proper recipient may be unrecorded. 

4.1.2 It is unlikely that substantial unrecorded liabilities will arise 
from this error since employees are generally quick to complain if 
their pay is not received on time. Nevertheless, the following controls 
should be considered: 

Wages paid in cash 

• physical control over cash from time it is drawn until it is paid out 

• employees present identification when attending payout 

• issue of such identification is independent of wages department 

• receipts received from employees for wages 

• payout supervised by foreman or senior official; surprise 
attendances by independent official 

• signed authority required for one employee to collect wages on 
behalf of another 

• unclaimed wages returned to cashier, records maintained and 
proper control over subsequent payment. 
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Salaries paid by cheque 

• physical control over cheques from the time they are prepared to 
the time they are presented to employees 

• unclaimed cheques returned to cashier, records maintained and 
proper control over subsequent reissue 

• cheques crossed in favour of payee 

• signed authority required for one employee to collect cheque on 
behalf of another. 

Salaries paid by credit transfer 

• payment made only to bank account notified in writing by 
employee; all amendments signed by employee. 

4.2 Control objective: Tax deducted at source (TDS) and Provident 
Fund (PF) deductions are correctly calculated. 

4.2.1 A possible error under this heading is: 

• liability for underdeducted TDS or PF not recorded. 

4b2.2 Where the payroll is prepared by computer, the computation 
of TDS and PF is likely to be arithmetically correct; manual systems 
are more prone to error and both the calculations and the extraction 
of free pay figures from TDS tables should be checked or reviewed 
independently. 

4.2.3 There should also be procedures to ensure that PF 
information for each employee is accurate, that all amendments 
notified are entered promptly in the payroll records and that no 
amendments can be made to the payroll records without proper 
notification. 

4.3 Control objective: All other deductions are correctly made. 

43.1 A possible error under this heading is: 

• company may be liable both as a result of making unauthorised 
deductions and of failing to make deductions requested. 

43.2 Deductions such as alimony or debt repayments, may be 
made under the authority of a court order. 

4.4 Control objective: All deductions correctly accounted for to 
appropriate recipient. 

4.4.1 A possible error under this heading is: 

• deductions may be retained or misappropriated. 

4.4.2 The most usual method of controlling deductions is to use a 
clearing account, which is credited with the amount of the deductions 
as part of the posting of the payroll to the ledger and debited with the 
subsequent payment of the deduction to the recipient (such as TDS 
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paid to the Government). The clearing account must be reconciled 
regularly to ensure that the payments match the deductions, and any 
adjustments made must be properly authorised. 

SUBSTANTIVE l ES I S 

Waf^es accrual 

4.5 We should check, by reference to payroll records, the cash book 
and the nominal ledger, that the appropriate provision had been 
made for wages and salaries accruing at the year end and for 
unclaimed wages returned to the cashier. 

Bonuses 

4.6 Particular attention should be given to ensuring that adequate 
accruals are made for annual bonuses. We should confirm that we are 
aware of all bonus schemes in operation and that these are fully 
documented on the permanent notes file. We should also obtain 
management confirmation of the level of discretionary bonuses. 

Holiday pay 

4.7 Where an accrual is made for holiday pay, we should ensure that 
the method of calculation is reasonable and adequately documented 
on the permanent notes file, and that the calculation has been carried 
out correctly. Where no such accrual is made, we should ensure that 
this is reasonable and consistent with previous years. 

Payroll deductions 

4.8 The TDS and PF liabilities in the accounts will normally 
represent one month’s deductions; we should therefore check that 
this agrees with the last payroll and that previous months’ I DS and 
PF have been settled. Any unexplained balance on the I DS and PF 
clearing accounts should be investigated if material. Other payroll 
deductions will not necessarily be cleared every month; if the liability 
at the year end is significant, it should be analysed to ascertain the 
period to which it relates and verified by checking to payroll totals. 
We should also check that previous liabilities have been settled. 

4.9 We should also check the calculation of TDS, PF and other 
deductions for a sample of the payroll, ensuring that deductions 
other than TDS and PF are properly authorised by the employee. 
Posting of all deductions should be checked to the appropriate 
clearing account. 
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5 OBJECTIVE: Adequate but not excessive provisions are made 
for all other liabilities incurred by the balance sheet date and 
disclosure is made of all material contingencies and financial 
commitments for which full provisions has not made 

PROVISIONS AND CONTINGENCIES 

5.1 ‘Provision’is defined in clause 7 of Part 111 of Schedule VI to the 
Companies Act, 1956 as “any amount written off or retained by way 
of providing for depreciation, renewals or diminution in value of 
assets, or retained by way of providing for any known liability of 
which the amount cannot be determined with substantial accuracy” 
However, ‘^vhere— 

(a) any amount written off or retained by way of providing for 
depreciation, renewals or diminution in value of assets, not 
being an amount written off in relation to fixed assets before the 
commencement of this Act; or 

(b) any amount retained by way of providing for any known 
liability; 

is in excess of the amount which in the opinion of the directors is 
reasonably necessary for the purpose, the excess shall be treated for 
the purposes of this Schedule as a reserve and not as a provision”. 
Potential losses for which provision may be necessary can arise from: 

• long term contracts (see Chapter 18) 

• forward commodity transactions 

• speculative positions in investment or commodity markets 

• foreign exchange exposure 

• claims resulting from faulty goods, warranties or maintenance 
obligations (see Chapter 20) 

• bills discounted with recourse (see Chapter 20) or debts factored 

• sales with recourse (i.e. sales by the company to an intermediary, 
where the company is liable if the ultimate purchaser fails to pay 
for the goods) 

• guarantees in support of group or related companies, or third 
parties 

• any charge on the assets of the company to secure the liabilities of 
any other person (see Chapter 23) 

• costs of proposed factory closure, reorganisation or redundancy 

• legal actions against the company 

• gratuity obligations 

5.2 The assessment of the adequacy or otherwise of a provision is 
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one of the more difficult judgements we have to make in an audit. The 
quality of evidence varies. This area of work therefore requires the 
close attention of the manager and audit partner. 

5 J The method used to verify each provision made in the accounts 
varies considerably, depending on the nature of the provision. Both 
understatement and overstatement must be considered. For each 
provision, or group of provisions, we should; 

• prepare or obtain a schedule showing opening and closing 
balances 

• analyse the movements in the year 

• review, with supporting evidence, the adequacy of the closing 
provision and consider whether it is, in fact, necessary 

• review the appropriateness of previous years’ provisions in the 
light of subsequent events 

• consider the need for written confirmation of representations 
made by management. 

5.4 We must also carry out sufficient work to ensure that all 
potential liabilities have been identified. The programme of work will 
vary from client to client, but should generally include: 

• a review of all sections of the audit file to ensure that no potential 
liability discovered in the course of the audit is overlooked, in 
particular scrutiny of confirmations from banks detailing 
guarantees or other contingent liabilities, and review of fee notes 
from solicitors for indications of any pending actions 

• discussions with the management 

• review of board minutes and internal reports 

• any other areas indicated by oui knowledge of the company and 
the industry in which it operates. 

5.5 For each potential liability identified, we should estimate the 
amount involved and the likelihood of a liability arising. We should 
then decide whether a provision is necessary; if not, disclosure as a 
contingent liability may be required. The chart in Table 17.2 may be 
used as a guide. 

5.6 Pending legal actions 

5.6.1 We should ascertain whether there is any legal action pending 
against the client, by discussion with management, reviewing 
correspondence with solicitors and scrutiny of solicitors’ bills 
(though this last will not usually reveal cases in progress as solicitors 
do not normally render fees until the case is settled). We must seek 
confirmation from management that we have been informed of all 
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Table 17.2—Review of potential liabilities 




such matters and that in their opinion provisions are adequate and 
should consider the need to refer to this confirmation in the letter of 
representation. 

5.6.2 If we are aware of any substantial legal action being taken 
against the company, we should consider seeking confirmation from 

the client’s solicitors as to; 

• the amount of the claim 

• their assessment of the strength of the client s case and the 
probable outcome of the action 

• an estimate of the total costs likely to be incurred. 

5.6.3 Solicitors will often decline to reply to general requests for 
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such information; requests should therefore be specific wherever 
possible. The request should be made on the client’s headed paper 
duly signed, but should ask for the reply to be sent directly to us. An 
example of a suitable letter is contained in Table 17.3. 

Table 17 3—Specimen letter to solicitors 
(TO BE TYPED ON CLIENT S NOT EPA PER) 

I^ear Sirs 

Our auditors, Spicer and Pegler, have requested your written confirmation of the 
(conipany's)po&\Uon with regard to any pending legal action. Would you, therefore, 
kindly indicate the amounts for which the could be liable on the following 

matters which have been referred to you; 

( 1 ) 

(ii) etc. 

If there are other matters on which you have consulted and which, in your opinion, 
could be material in relation to the (company's) financialposition, would you kindly 
indicate their nature and your estimate of the amount ultimately payable. For this 
purpose, a contingent liability in excess of Rs. would be considered 

material, whether this arises from a single claim or a series of similar claims. 

Would you also indicate any amounts due to you, or accrued but unbilled, for 
ser\'ices rendered and costs to (the balance sheet date) 

Please send a copy of your letter direct to Spicer and Pegler for which purpose a 
reply-paid envelope is enclosed. 

Youi faithfully 

Director Secretary i 

5.6.4 We should also review the current position on any substantial 
legal actions being taken by the company to ensure that an up to date 
assessment of the recoverability of assets and an up-to-date provision 
for costs are made. 

5.7 Gratuity liabilities 

5.7.1 We should specifically consider whether the client has any 
liabilities relating to gratuity for employees. Normally such liabilities 
will be covered by a gratuity fund, but this may not be sufficient to 
cover all liabilities. We should therefore enquire when the fund’s 
actuary last carried out a valuation and obtain a copy of his report. If 
this disclosed a deficit, we should discuss with the client the extent to 
which this can reasonably be made good from increased future 
contributions or whether provision should be made for an additional 
“top-up” payment. 

5.7.2 We should also enquire whether ail employees and directors 
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are covered by the gratuity scheme and, if not, what other 
arrangements for gratuity are in force. 

5.8 Forward foreign exchange and commodity contracts 

5.8.1 Where the company enters into forward contracts, whether 
for foreign exchange, physical commodities or on the financial or 
commodity futures markets, we should ensure that these are 
evaluated at mid-market prices for the appropriate forward 
settlement date ruling at the balance sheet date and provision made 
for any losses arising. 

5.8.2 Our audit work should include: 

• verifying details of contracts, by reference to bank letters, brokers’ 
statements and contract notes or confirmations. 

• ensuring all contracts are recorded, by reference to bank letters and 
brokers’ statements 

• verifying market prices used to published sources (Economic 
Times, Financial Express, etc.) 

• checking calculations of profits or losses on contracts. 

5.8.3 Contracts relating specifically to an asset or liability included 
in the balance sheet should be excluded from this evaluation as they 
should be taken into account in the valuation of the related asset or 
liability. 

5.8.4 Offsetting a loss arising on one forward contract with a profit 
arising on another is only appropriate in certain circumstances, 
depending on the nature of the company’s business. Where such 
offsetting is proposed it should be discussed with the audit manager 
or engagement partner. 

5.9 Warranty and repair claims 

5.9.1 Where a business sells products covered by a guarantee or 
warranty, a provision will normally be required to cover the costs of 
repairs to, or replacement of, items already sold. The calculation of 
the provision required will inevitably involve a degree of subjectivity 
but should reflect: 

• sales levels of the period still covered by the warranty at the 
balance sheet date 

• past experience of the level of warranty claims and the cost of 
repairs or replacement 

• any particular production or quality control problems 
encountered 

• estimated impact of changes in suppliers of components on the 
quality of the product 
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• estimated level of claims on new or modified products. 

We should discuss these factors with management responsible for 
production, quality control and sales and not just with the 
accountant. 

ADEQUACY OF DISCLOSURE 

5.10 We should check that adequate disclosure is made in the 
accounts of: 

• cotingent liabilities 

• capital commitments (see Chapter 21) 

• other financial commitments, including pension commitments. 

6 OBJECTIVE: Creditors, accruals and provisions are presented 
in the financial statements in accordance with the requirements 
of the Companies Act and accounting standards 

6.1 We should ensure that the disclosures of creditors, accruals and 
provisions comply with the Companies Act and accounting 
standards. 

6.2 The basic procedure is to ensure that the bases on which items 
have been analysed and classified for disclosure are acceptable, and 
to test the compilation of the analyses. 

6.3 Particular attention should be paid to ensuring that all secured 
creditors are identified and disclosed as such in the accounts, and that 
the nature of the security is disclosed. 

PROGRAMME CHECKLIST 

CREDITORS AND ACCRUALS ARE COMPLETELY AND 
ACCURATELY INCLUDED IN THE BALANCE SHEET 

Paragraphs 

• Analytical review of track creditors and expense 

accruals 3.21-3.22 

• reconcile balances with suppliers ' statements 3.24 

• Circularisation of suppliers 3.24, App. 17.1 

• Check accruals to goods received note and invoice 3.25.1 

• Check temporary files of goods received and goods 
returned notes, purchase orders, invoice register 

and post year and invoices and payments to ensure that 

accruals for goods and services received are 

complete 3.25.1 
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• Check accruals are not overstated 3.25.2 

• Discuss accounts or items in dispute with appropriate 

staff 3.25.3 

• Review results of stock cut-off tests 3.25.4 

• Test cut-off on sales delivered direct from supplier to 

customer 3.25.5 

• Compare expense accruals with previous years 

and consider other areas for po.ssihle expense accruals 
(particularly “one-off’ expenses) 3.25.7 

• Check accruals for legal and professional fees, bonuses, 

commission, profit shares and royalties 3.25.8, 3.25.9 

• Check adequacy of round-.sum provisions 3.25.10 

• Check totalling of list of balances 3.26.1 

• Check extraction of purchase ledger balances 3.26.1 

• Check casts on a sample of purchase ledger accounts 3.26.1 

• Agree total of balances of purcha.se ledger control 

account 3.26.2 

• Trace sample of control account entries to posting 

source 3.26.2 

• Investigate debit balances on the purchase ledger 3.27.1 

• Examine a sample of ledger accounts for irrecoverable 

debits within an overall credit balance 3.27.2 

• Check translation of creditors denominated in foreign 

currency 3.28 

Hire purchase and leasing creditors 

• Agree method of allocating finance charges 

over period of contract 3.29.1 

• Obtain schedule of movements 3.29.2 

• Check allocation of finance charges on 

new contracts 3.29.3 

• Check finance charges on existing contracts are as 

previously calculated 3.29.4 

• Check payments to cash book 3.29.4 

• Obtain confirmation from finance company 3.29.5 

Deferred income 

• Agree accounting policy 3.30 

• Ensure it is consistently applied 3.30 

• Verify calculations etc. 3.30 
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Wages and salaries 

• Verify accruals for unpaid wages and salaries 4.5 

• Verify accruals for staff bonuses and holiday pay 4.6, 4.7 

• Analyse and verify balance on TDS, PF and other 

deductions clearing accounts 4.8 

• Check calculation of TDS, PF; check calculations and 

authorisation of other deductions 4.9 


ADEQUATE BUT NOT EXCESSIVE PROVISIONS ARE 
MADE FOR ALL OTHER LIABILITIES INCURRED BY THE 
BALANCE SHEET DATE AND DISCLOSURE IS MADE OF 
ALL MATERIAL CONTINGENCIES AND FINANCIAL 
COMMITMENTS FOR WHICH FULL PROVISION HAS NOT 


BEEN MADE 

• Obtain schedule of opening and closing balances of 

all provisions and analyse movements in the year 5.3 

• Verify adequacy of closing provision and review opening 

provision in light of subsequent events 5.3 

• Identify other areas of potential liability from 
review of audit file, discussions with management, 

review of minutes and our knowledge of the business 5.4 

• Decide whether provision is required 5.5 

• Obtain confirmation from solicitors on legal actions 

against the company 5.6.2 

• Ascertain deficiency in gratuity fund on actuarial 

valuation 5.7.1 

• Ascertain whether there are any unfunded gratuity 

liabilities 5.7.2 

• Verify provision for losses on forward foreign exchange or 

commodity transactions 5.8 

• Verify provision for warranty and repair claims 5.9 

• Ensure adequate disclosure of contingent liabilities and 

other financial commitments is made 5.10 


CREDITORS, ACCRUALS AND PROVISIONS ARE 
PRESENTED IN THE FINANCIAL STATEMENTS IN 
ACCORDANCE WITH THE REQUIREMENTS OF THE 
COMPANIES ACT AND ACCOUNTING STANDARDS 

• Review accounts for compliance 6.1 

• Test accuracy of analyses for disclosure purposes 6.2 

• Ensure all secured creditors are disclosed 6.3 
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CIRCULARISATION PROCEDURES 
Outline of procedures 

(1) Review previous year’s audit file for problems encountered 
during circularisation. Note any decisions reached which affect the 
current year’s circularisation. 

(2) Agree timing of circularisation with client. 

(3) Arrange for client to prepare copies of standard circularisation 
request on his notepaper and to provide secretarial support if the 
names and addresses of the customers/suppliers selected are to be 
typed. 

(4) Define population(s) from which sample(s) is(are) to be drawn 
(e.g. consider need to gross up for debit/credit balances, or adjust for 
group and related company balances). 

(5) Ask the client whether there are objections to any particular 
customers/suppliers being circularised. If so, note the reasons, 
exclude the balances from the population to be sampled and verify by 
alternative methods. 

(6) Select sample and record selection on a control schedule. 

( 7 ) 

(a) Prepare circularisation letters, putting our internal references 
and a control number on each request. Confirm names and addresses 
with customers/suppliers’ documentation, telephone directories or 
other external evidence, 

(b) Ensure that all circularisation requests show the name and 
address of our firm as the return address in case ot non-delivery. All 
circularisation requests should include the firm’s stamped self- 
addressed envelopes (or international reply-paid coupons) suitably 
marked for efficient processing (e.g. manager’s initials/client 
code number but not the client’s name). 

(c) Mail the letters personally (or supervise their mailing). This 
must not be left to the client. 

(d) Send a second request if no reply has been received within 
14 days. 

(e) Record replies on the control schedule and, for disagreed 
replies, obtain or prepare reconciliation to ledger balance. 
Arrangements should be made where possible for client’s staff to be 
responsible for reconciliation and they should be supplied with 
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Standard reconciliation schedules for this purpose. Summarise the 
reconciliations on the control schedule. 

(0 For non-replies, obtain client’s permission and telephone 
customers/suppliers concerned to obtain confirmation while still 
pressing for written confirmation. For customers unable to confirm 
whole balances, ask for confirmation of selected invoice(s), together 
with details of any payments made on account of open items. 

(g) If (f) fails to produce confiimation, verify balance by alternative 
procedures. 

( 8 ) 

(a) Complete the control schedule and prepare a summary of the 
results of the circularisation. 

(b) Prepare a similar summary of the results of alternative 
verification work. 

(c) Consider the effect of unreconciled differences and 
errors/omissions, and, if material, prepare adjustments to the 
accounts (such proposals to be noted and brought to the manager’s 
attention). 

(9) Should a limited circularisation not yield a satisfactory 
conclusion, the possibility of carrying out an extended or even 
complete circularisation must be considered and discussed with the 
engagement partner. 

Debtors circularisation 

(1) Sample selection 

(a) Senior/manager to set circularisation sample interval and 
decide on method of sample selection. The following should be 
considered for special inclusion: 

(i) high value items; 

(ii) balances over .months old; 

(iii) balances with major customers. 

(b) Where it is known that some or all of the debtors are unable to 
confirm balance, confirmation of specific invoices should be 
requested from those debtors together with details of any payments 
made on account of open items. (The total balance should also be 
given for the customer’s information.) 

(c) Where a balance selected for circularisation relates to a 
customer with more than one sales ledger account the circularisation 
should be extended, where possible, to include all balances with that 
customer. 




CREDITORS, ACCRUALS. PROVISIONS &. CONTINGENCIES 471 


(2) Check reconciliations as follows: 

(a) Trace cash in transit to cash book and remittance advice; 

(b) Trace invoices in transit to despatch notes and day book; 

(c) Verify authority for issue for credit notes in transit; 

(d) Trace other items to appropriate source documents. 

NB. If circularisation is carried out at the year end, pay particular 
attention to the cut-off aspect of invoices and credit notes in transit. 

(3) Alternative method of verification ; 

(a) Trace subsequent receipt of cash to cash book and verify 
amount received with remittance advice or other evidence of 
payment; 

(b) For items which are still unpaid, trace copy invoices, customer 
orders and despatch notes. For items outstanding more than* 
months, or which remains outstanding when subsequent invoices 
have been paid, enquire into the reasons, and consider whether 
provisions should be made; 

(c) For credit notes outstanding, inspect copy credit notes, 
correspondence and verify authority for issue; 

(d) Trace other outstanding items to appropriate source 
documents. 

(4) If circularisation is not carried out at the year end; 

(a) Obtain list of balances outstanding at the date of circularisation, 
check additions and agree with the control account; 

(b) Prepare a schedule reconciling the movement on the control 
account from the date of circularisation to the year end and trace 
reconciling items as follows: 

(i) Sales to sales day book; 

(ii) Cash to cash book; 

(iii) Returns to return book. 

(c) Note any balances over Rs.which have arisen between the 

circularisation date and year end and verify by alternative method as 
in (3) above. 

(5) Negative circularisation 

The positive form of circularisation should always be used. However, 
where an extensive circularisation is to be carried out, part of it may 
be in the negative form. 

(a) Schedule separately balances or invoices to be confirmed by 
negative circularisation. 

(b) Obtain statements/copy invoices for the items listed and: 

(i) affix the note inviting a response if the balance or invoice is 
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disputed 

(ii) have envelopes stamped and mailed under our control noting 
date of mailing on control schedule. 

Reconcile disagreed replies and consider what, if any, adjustments, to 
the accounts are necessary. 

Creditors circularisation 

(1) Sample selection*. 

(a) Senior/manager to set scopes of circularisation and decide on 
method of sample selection. 

(b) Sample should include major suppliers irrespective of the size of 
balances outstanding at the year end. 

(c) Sample may need to include credit balances on the sales ledger, 
if not covered elsewhere. 

(d) Suppliers of services or fixed assets should be considered for 
circularisation even where accounts are not maintained for them in 
the purchase ledger. 

(e) In all cases, ask for confirmation of balances, not specific 
invoices. 

(2) Check all reconciliations as follows: 

(a) Trace cash in transit to cash book and bank statements (or bank 
reconciliation). 

(b) Cross-refer invoices and credit notes in transit to list of accruals 
and trace entries in day book. Verify that cut-off procedures have 
been accurately applied to stock items. 

(c) Obtain explanations for “contra” entries. Trace entries in books 
of prime entry and ledger accounts. 

(d) Trace other items to appropriate source documents. 

(3) Alternative method of verification: 

Obtain suppliers’ statements for accounts selected, where available, 
and reconcile to ledger balances. Check reconciliations as in (2) 
above. 

(4) Timing of circularisation: 

The creditors’ circularisation should always be performed on year 
end balances. 
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1 INTRODUCTION 

1.1 Businesses vary in their nature and complexity and stock and 
work in progress can take a variety of forms. Most inanimate and, 
indeed, animate objects can be stock or work in progress in some 
form of business activity. It is easier to control and therefore to audit 
stock in a retail business rather than a manufacturing or processing 
business merely because retailing is a simpler business. The audit of 
stock therefore especially requires an intelligent understanding of the 
client’s business and in particular the processes involved in producing 
and bringing stock to its year end location and condition. 

1.2 In this chapter the expression “stock” includes raw materials, 
consumables, finished goods and goods for resale. 

IJ Stock recording methods vary considerably from the least 
sophisticated systems which merely identify and value stock at 
balance sheet dates, to the complex stock recording system which 
records movements of stock from its acquisition through stages of 
production to completion and sale and is integrated with the financial 
records. The appropriate audit approach for different clients 
therefore differs widely. It may be closely linked with the audit of 
sales and costs of sales, or the only link may be by a review of gross 
margins as part of an overall review of the financial statements. 

1.4 Whatever method a business adopts, stock recording is a 
function which tends to be performed less well than other recording 
functions. This is particularly true of basic stock records, for 
example, handwritten continuous records, which can be inaccurate 
and out of date. However, computer technology should facilitate the 
use of more sophisticated systems in the future. 

1.5 Subjective judgement has to be applied in areas such as 
overhead absorption rates and the assessment of net realisable values. 
Full documentation of the judgements made is essential. 

1.6 The audit of stock and work in progress is more likely to give 
rise to adjustments to clients’ figures than other areas of audit, either 
as the result of the detection of error or the questioning of judgements 
made. 

2 OBJECTIVES 

Our work in this section of the file is aimed principally at achieving 
the following objectives: 

(i) The stated amounts represent all and only existing stock and 
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work in progress to which the company has good title 

(ii) Stock and short term work in progress is fairly valued on an 
acceptable and consistent basis 

(iii) Long term work in progress is fairly valued on an acceptable and 
consistent basis and adequate provision is made for foreseeable losses 

(iv) Stock and work in progress is presented in the financial 
statements in accordance with the Companies Act and accounting 
standards. 

3 OBJECTIVE: The stated amounts represent all and only existing 
stock and work in progress to which the company has good title 

3.1 Audit approach 

3.1.1 As stated in paragraph 1.3 above, our audit approach will 
vary according to the degree of sophistication of the stock recording 
system and the degree of internal control therein. 

3.1.2 At the one extreme is the uncomplicated business which does 
not record stock movements between stocktakes. The figure for stock 
included in the financial statements is the result of a complete 
physical stocktake at the year end. There is no control figure with 
which to compare the evaluation of the stocktake. There is no 
accounting systems link with purchases and sales and we therefore 
audit for both understatement and overstatement. 

3.1.3 In such a business the internal controls during the year are 
limited to controls on which it is difficult for us to place reliance—the 
physical security of the area where the stock is kept, division of duties 
and the presence of the proprietor or management. Our audit 
assurance depends on our audit work on the client’s stocktake and the 
subsequent evaluation of the quantities. Some additional audit 
assurance will be derived from a review of gross margins and year end 
stock in comparison with cost of sales. The problem of stock losses 
through pilferage is considered in paragraph 4.2 of Chapter 16, 

3.1.4 At the other extreme is the manufacturing company which has 
an integrated standard costing system. There will be extensive 
internal control by reason of; 

• the recording of the movements of stock from acquisition, through 
stages of production, to completion and sale 

• the recording of the application of the cost of direct labour and 
overheads 

.• the integration of the recorded stock movements and the recorded 
direct labour and overheads within the financial records 
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• the confirmation of the accuracy of the recording of movements of 
stock by a programme of phased physical stocktakes during the 
year. 

3.1.5 In such a case a substantial part of our audit assurance 
depends on the efficiency of the internal controls in the system, 
including the phased physical stocktakes. Our audit approach will 
therefore be to record, understand and work through the system from 
the acquisition of stock to when it is sold as part of a company 
product, applying compliance tests to the internal controls in the 
system. We will perform only limited substantive tests on stocktaking 
procedures and test counts of quantities. We audit primarily for 
overstatement. 

3.1.6 In the middle ground between these extremes is the company 
which records stock movements during the year in terms of quantity 
only, the accuracy of the recording being confirmed either by phased 
physical counts during the year and/or by a comprehensive year end 
stocktake. If there is a comprehensive year end stocktake, this will be 
because the continuous records of movements during the year are not 
considered sufficiently reliable to be the basis of the quantities to be 
evaluated for the financial statements and our audit work will be 
directed towards the year end stocktake. Alternatively, a programme 
of physical counts during the year may confirm their accuracy to a 
degree which makes them acceptable as a basis for the financial 
statements and our audit will be directed towards compliance tests of 
the internal controls, including the physical counts. We have to judge 
the direction of our audit in the light of circumstances. 

3.1.7 The structure of this chapter is governed by the variety of 
circumstances which may be found in different businesses. 

3.1.8 A physical stocktake may be either an internal control, where it 
is used to confirm the accuracy of continuous records, or it may be a 
procedure to be substantively tested, where it is itself the primary basis 
for the stock figure in the financial statements. Our approach to 
attendance at a physical stocktake is however similar whether or not 
it is an internal control and, indeed, whether its a comprehensive year 
end stocktake or a phased count during the year. Attendance at 
stocktaking is therefore considered first, on the basis that it is an 
internal control. 

3.1.9 The other internal controls over quantities in an integrated 
system arc closely allied to the internal controls over value (the 
subject of the second audit objective in paragraph 2 above). They are 
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not therefore listed separately under the two audit objectives but 
grouped together in the appendix to this chapter. 

3.2 Attendance at stocktakes 

3.2.1 The Auditing Guideline “Attendance at stocktaking” issued 
by ICAEW states: 

“Where stocks are material in the enterprise’s financial statements, 
and the auditor is placing reliance upon management’s stocktake in 
order to provide evidence of existence, then the auditor should 
attend the stocktaking. This is because attendance at stocktaking 
is normally the best way of providing evidence of the proper 
functioning of management’s stocktaking procedures, and hence 
of the existence of slocks and their condition.” 

Almost inevitably we will be placing reliance upon management 
stocktakes. 

3.2.2 Reference may be made to paras 5.1 to 5.9 of the ‘Statement 
on Auditing Practices’issued by ICAI and reproduced in Appendix 
‘B’. 

3.2.3 The methods used for counting stock and work in progress 
will vary according to the company’s business. They include: 

• numerical counting of separate but identical physical objects, for 
example, items manufactured or developed by the company, 
components purchased for inclusion in the company’s products 
and items purchased for resale in the same condition 

• the assessment of the stage of completion of work in progress 

• identification of unique items, e.g. antiques and works of art 

• physical measurement, e.g. timber and cables 

• weighing, e.g. bulk raw materials, metals and low value 
consumable stores 

• dipping liquids, e.g. oil. 

In the remainder of this chapter, “counting” is taken to include these 
various methods. 

3.3 Control objective: All the stock and work in progress to which 
the company has good title is counted and identified accurately 

33.1 Possible errors under this heading are: 

• stock and work in progress counted inaccurately, omitted from the 
count or double counted 

• stock and work in progress inaccurately identified. 

33.2 Controls over the counting of stock and work in progress 
include: 



478 


PRACTICAL AUDITING 


• comprehensive stocktaking instructions 

• supervision of the stocktake by responsible company officials 

• allocation of specific areas to separate (teams of) counters 

• standard pre-numbered stocksheets 

• independent second checks of counts or measurements made 

• pre-numbered tags or labels placed on stock counted or measured 

• independent review of stock to ensure that it is tagged or labelled 

• initialling of stocksheets by counters, checkers and supervisors 

• sequence checking of pre-numbered stocksheets, tags and labels at 
the end of the stocktake 

• the measurement of the stage of completion of work in progress by 
those competent to do so 

• bin cards. 

3.3.3 Controls over the accurate identification of stock and work in 
progress include: 

• bin cards 

• special labelling of stock and work in progress in anticipation of 
the count 

• pre-printed descriptions of stock and work in progress items on 
the stocksheets 

• use of experienced and/or suitably qualified staff. 

3.4 Control objective: Stock and work in progress belonging to 
third parties is not taken as belonging to the company 

3.4.1 Possible errors under this heading are: 

• stock and work in progress held for third parties not identified as 
such 

• purchase cut-off not accurately applied 

• sales cut-off not accurately applied. 

3.4.2 Controls over the identification of stock and work in progress 
held for third parties include: 

• physical segregation 

• consignment records 

• records of third party work in progress held for special processing 

• records of stocks sold but held for customers for delivery at their 
convenience 

• records of stocks otherwise warehoused by the company for third 
parties 

• records of products sold, returned for repair and servicing. 

3.4.3 Controls over purchase cut-off include: 
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• instructions as to cut-off procedures issued 

• pre-numbered goods received notes 

• pre-numbered inspection notes 

• sequence checking of goods received notes and inspection notes 

• cross referencing of goods received notes, inspection notes and 
suppliers despatch notes to purchase invoices 

• goods inwards department independent of and physically separate 
from stores. 

3.4.4 Controls over sales cut-off include: 

• instructions as to cut-off procedures issued 

• pre-numbered stock requisitions 

• pre-numbered despatch notes 

• cross referencing of stock requisitions and despatch notes to pre¬ 
numbered sales invoices 

• despatch department independent of and physically separate from 
stores 

• movement of goods stopped during count. 

3.5 Planning stocktake attendance 

3.5.1 It is vital that attendance at a full stocktake is adequately 
planned. Many of the appropriate audit checks can only be 
satisfactorily carried out at the time of the count and not at a later 
date. 

3.5.2 In planning attendance we should discuss the stocktaking 
arrangements and written instructions with management well in 
advance and before they are finalised, taking into account our 
knowledge of the business, the stock recording systems and 
experience of the client’s stocktakes in earlier years. As a preliminary 
to considering the stocktaking instructions, a visit to the location 
where the stock is kept will almost inevitably be worthwhile. When 
we come to discussions we will then be more likely to be aware of: 

• the nature of the stock and any work-in-progress 

• the layout of the stock location(s) (it may well be useful to 
prepare sketch plan(s)) 

• whether the stock is kept tidily and is accessible for counting (it is 
very difficult to count accurately in an overcrowded, untidy 
warehouse) 

• whether ii will be possible actually to count or measure stock or 
whether some estimating will be necessary 

• the extent to which the individual stock lines are readily 
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identifiable, say from bin cards on racks (confusion between stock 
lines is a common source of error) 

• the extent to which high value items constitute a substantial 
proportion of the total value 

• the condition of the stock (it may be possible to forecast that 
provisions against certain slow moving lines will b^ necessary) 

• the best way of assessing the stage of completion of any work-in¬ 
progress 

• very specialised high value stocks or work-in-progress in respect of 
which we may require expert help to identify them satisfactorily, 
to assess their condition and/or to substantive quantities. 

3^.3 A personal visit to a stock location and conversation with 
those directly involved in keeping the stock does much to give a “feel” 
as to whether they are competent and conscientious and, therefore, 
whether the stocktake is likely to be satisfactory. 

3.5.4 We should then consider the proposed stocktaking 
instructions and discuss them with the person responsible for issuing 
them. If we consider there are deficiencies we should suggest 
amendments. 

3.5.5 We should ensure that the instructions cover the following 
matters: 

• the identity of those supervising the stocktake and areas within it, 
and also those taking part and where 

• a comprehensive and realistic timetable 

• how counting or other measuring is to be done and the extent to 
which unopened containers will be checked 

• whether similar items will be grouped together prior to the stocktake 

• the extent to which counts which have been made will be checked 
by other counters 

• cut-off (see paragraph 3.9 below) and the stopping of movements 
of stock within or between premises during the count 

• the format of the stock sheets or cards to be completed (will they be 
standard formats and prenumbered?) 

• whether counters, checkers and supervisors will be required to 
sign or intial stock sheets or cards 

• whether the descriptions on the stock sheets or cards will be 
entered beforehand or whether the stocktakers will have to 
describe the stock items 

• the noting of damaged, deteriorated, obsolete and apparently 
slow moving stocks (see paragraph 4.6 below) 
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• the measurement of the degree of completion of any work-in¬ 
progress 

• the checks to ensure that all stock and work-in-progress has been 
counted or measured and not double counted (e.g. tags or labels 
placed on items or bins) 

• the checks to ensure that all stock sheets and cards are collected 
at the finish of the count (normally by a check on serial numbers) 

• the isolation of items which belong to third parties (e.g. goods held 
on sale or return and customers’ stocks) 

• stock held by third parties (see paragraph 3.11 below) 

• the arrangements for ensuring that any continuous records are 
written up so as to produce balances which should correspond to 
the physical counts. 

3.5.6 It is important that written stocktaking instructions are clear 
and precise so that they can be understood by the client’s staff, who 
are probably only involved in stocktaking once or twice a year. 

3.5.7 if the client does not propose to issue written instructions and 
cannot be persuaded to do so, we should discuss and comment on the 
intended procedures. We should then prepare a memorandum of the 
intended procedures and send it to the client for his confirmation. 

3.5.8 Having ascertained the arrangements for the stocktaking we 
can plan our own attendance in terms of staff, the locations to be 
visited, timing and the nature and the levels of tests we will carry 
out. In particular, we should have regard to the independence of the 
counters from the functions of storekeeping and maintenance of 

stock records. . r *u 

3.5.9 With reference to the timing of the visit, we can attend for the 

whole or lor part of the stocktake. If we elect to attend for only a part 
of the stocktake we can observe merely how the counting procedures 
are carried out when we are present, fhe presence of auditors has in 
Itself a motivating elfect and we must have conlidence in the client s 
supervisory staff if we do not attend for the whole count. It is 
particularly important to be present at the conclusions ol a count 
when the checks to ensure that it has been comprehensive are made. 

3.5.10 It is most important that all members of the audit team are 
well briefed before they attend. If their instructions are 
misunderstood or not carried out it will be difficult to rectify matters 
later. The audit manager or senior must ensure that staff attending 
the stocktake will be able to contact him if necessary for further 
instructions. 
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3.5.11 A package should be prepared for the attendance, to include 
copies of: 

• the stocktaking instructions 

• notes made on a pre-attendance visit to the stock location(s) and of 
subsequent discussions 

• the permanent notes file records relating to stock and work-in¬ 
progress 

• a plan of the stock locations(s) 

• a programme of work to be carried out, including a list of detailed 
questions about the conduct of the stocktaking, to be answered by 
staff attending the stocktake. 

3.6 Independent stocktakers 

3.6.1 The client may employ professional stocktakers and valuers 
to carry out the stocktake. This occurs, for instance, in the wholesale 
pharmaceutical and licenced premises trades. Although their 
independence and professional expertise may give us additional 
comfort, our audit work is nonetheless necessary. 

3.6.2 We must ensure that the client has given the professional 
stocktakers clear and comprehensive terms of reference. We should 
also obtain permission to communicate directly with them and review 
their procedures. It is particularly important that cut-off procedures 
arc clearly set out and adequate. Should any of the terms of reference, 
assumptions or bases to be used appear imprecise or inadequate, we 
should ensure that the client and the professional stocktakers are 
made aware of this and that matters are rectified before the stocktake. 

3.6.3 Our attendance at the stocktake should be considered both in 
the light of the qualifications and level of independence of the 
professional stocktakers and of the materiality of the amounts 
involved. 

3.6.4 The arithmetical accuracy and reasonableness of the 
professional stocktakers’ work should be checked. 

3.7 Attendance at a stocktake 

3.7.1 The objectives of our attendance at a physical stocktake are; 

• to satisfy ourselves by observation and test counts that the client's 
staff are carrying out the procedures in the stocktaking 
instructions properly and that the resultant count will be accurate 

• to note information to be used for checking cut-off and in our 
checks on the final stock sheets at the post-attendance stage; and 
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• to note the condition of stock for reference when verifying 
provisions (for obsolescence, overstocking or damage) at the post¬ 
attendance stage. 

3.7.2 Our observation of the way in which the client’s staff are 
carrying out the counting procedures will be prompted by the 
questions in the stocktaking attendance package (see paragraph 
3.5.11 above). If we note shortcomings we should bring them to the 
attention of the count supervisor immediately. 

3.7.3 We should check the counts made by the client’s staff by test 
counting both from the physical stock to the records of their counts 
and vice versa, taking care not to mark the client’s stocksheets. 
Particular attention must be paid to high value items. Where our 
sample includes packaged items or items in containers, some of these 
at least should be opened for counting. Our test counts should be 
recorded for checking to the final stocksheets at the post-attendance 
stage. If we find errors we should draw them to the attention of the 
count supervisor immediately so that he can put matters right, 
recounts may be necessary. 

3.7.4 Where a client has work in progress we should obtain evidence 
of its state of completion in as much detail as practicable. This 
evidence should include the observation of ail major items. Further 
evidence will depend on the client’s accounting system and the nature 
of the product. 

3.7.5 We should satisfy ourselves that the client’s staff carry out the 
planned procedures at the end of the count forensuring that all stock 
and work in progress has been counted or measured and that all stock 
sheets and cards have been collected. We should make a note of the 
serial numbers used. 

3.7.6 To guard against the alteration of stocksheets (in particular, 
the inclusion of non-existent stock) subsequent to the count, we 
should photocopy or make hash totals of a sample unknown to the 
client’s staff. The unknown photocopies or hash totals will be 
compared at a later stage with the information the client has 
incorporated into the final stock figure. Again, care must be taken 
not to mark the client’s stocksheets or give any other indication of 
which have been included in our sample. 

3.7.7 The information required for the checking of cut-off (the last 
serial numbers used for goods received, despatches and internal stock 
movements) should be noted. 

3.7.8 We should make notes of any stock which appears to be 
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damaged, deteriorated or slow moving. Discussions with 
storekeepers and others directly involved with the stock can be very 
revealing. 

3.7.9 A stock attendance report should be prepared before we leave 
the client’s premises. This ensures that we have all the information we 
planned to obtain and satisfactory responses to all the questions we 
planned to answer in observing the stocktaking. 

3.8 Post-attendance 

3.8.1 The object of post-attendance work is to follow through the 
information gained and opinions formed at the pre-attendance and 
attendance stages so as to satisfy ourselves as to the quantities 
included in the final stock sheets. The steps to be carried out include 
the following; 

• Follow through the quantities in the test counts we made to the 
final stock listings. In many instances cards prepared at a 
stocktake will be used for input to a computer to produce the stock 
listings. We should ensure that the normal controls over 
completeness and accuracy of processing are applied 

• Ensure that all the rough stock sheets, cards, tags, and/or labels 
have been accounted for, by reference to serial numbers, and 
incorporated into the final stock sheets, by checking quantities 
both ways 

• See that the quantities in the rough stock sheets have not been 
amended subsequent to the stocktake by checking through the 
quantities from those photocopied or by confirming hash totals 

• Ensure that other stock items have not been added to the rough 
stock sheets 

• Test check any intermediary summaries of quantities 

• Follow through quantities from certificates held by third parties to 
final stock sheets (see paragraphs 3.11 below) 

• Complete cut-off tests (see paragraph 3.9 below) 

• Scrutinise the comparison of quantities counted with any 
continuous records and the client’s investigation of maior 
differences and consider whether any major “unders”and “overs” 
could be compensating errors due to misclassification 

• Follow through major items of year end work in progress to sales 
in the next year 

• Review the stock sheets generally to ensure that no relevant items 
have been omitted, that no inappropriate items (e.g. capital plant. 
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Stock held for customers) have been included and that the 
inclusion or exclusion of non-trading stocks is consistent with 
prior years 

• Check that the stock held appears to be reasonable. 
Reasonableness can be confirmed by comparisons by location 
with previous years, by productive capacity in a manufacturing 
concern and by past and prospective turnover. 

3.9 Cut-off 

3.9.1 Cut-off procedures are designed to ensure that: 

• all items recorded in the accounting records as being purchases 
before the balance sheet date and being unsold at the date are 
included in stock 

• all items recorded in the accounting records as being sales before 
the balance sheet date are excluded from stock 

• all items included in stock have been recorded in the accounting 
records as purchases 

• all items excluded from stock have been recorded in the 
accounting records as sales. 

3.9.2 The procedures also ap^ly to physical items to be included in 
or excluded from work in progress. In addition, the allocation of 
direct labour incurred up to the balance sheet date, but not beyond it, 
must be controlled. The allocation of overheads is unlikely to 
engender specific cut-off considerations. 

3.9.3 A system which integrates the movements of stocks with the 
day-to-day financial records should achieve the objectives set out in 
paragraph 3.9.1 above. Cut-off is therefore not a major consideration 
(but see the reference to window dressing in paragraph 3.9.9 below). 
However, in the context of other systems, where the stock figure 
derives from a physical count unsubstantiated by the day-to-day 
financial records, errors in cut-off will affect the profit and loss 
account directly. The accuracy of cut-off is therefore crucial. 

Purchase cut-off 

3.9.4 At the time of attendance at the stocktake we should note the 
number of the last goods received note and list a sample of goods 
received notes (or other goods received records) for items received in 
the period immediately prior to the stocktake. We should verify, by 
inspection if possible, that these goods have been taken into stock. 
We should also trace them to any bin cards or continuous stock 
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records to see that they have been entered in the correct period. At the 
post-attendance stage we should check the items through to purchase 
invoices and the financial record of purchases or list of year end trade 
creditors to ensure they have been accounted for in the correct period. 

3.9.5 If certain goods received prior to the stocktake have been 
specifically excluded from the stocktake, we should, once we have 
accepted that this is a reasonable approach (see for example 
paragraph 3.9,9 below), list a sample for subsequent checking against 
the financial record of purchases, again to ensure that they have been 
recorded in the correct period. 

3.9.6 At the post-attendance stage we should check a sample of 
goods received in the period immediately after the stocktake from 
goods received notes and records to the financial record of purchases, 
bin cards and continuous stock records to see that they have been 
correctly accounted for and not included in stock. 

3.9.7 As a further check at the post-attendance stage a sample of 
goods represented by invoices in the financial record of purchase 
both prior and subsequent to the date of the stocktake should be 
traced back to goods received notes, bin cards and continuous stock 
records. Reference to the stock sheets may also determine whether the 
goods represented by the invoices have been included in stock. 

Sales cut-off 

3.9.8 The audit of sales cut-off is carried out by the same methods as 
used for purchase cut-off but applied to goods outward or other 
records of despatches and the financial record of sales. 

Window dressing 

3.9.9 In reviewing both purchase and sales cut-off we should not 
limit our attention to ensuring that costs and revenue have been 
matched. The deferment of the recognition of purchases over a year 
end will have the perhaps desirable effect of understanding trade 
creditors, albeit that the relevant goods have been excluded from 
stock. The acceleration of the recognition of sales actually made after 
the balance sheet date will inflate profit. It is therefore necessary to 
ensure that the point at which goods are considered to be sold has 
been applied consistently with prior years. In addition to following up 
points gleaned through attendance at stocktakes we should review 
the levels of purchases and sales in the periods before and after the 
year end. 
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Internal cut-off 

3.9.10 It may be necessary to check the internal cut-off between 
departments in the same premises and between geographical 
locations to ensure that goods are not double counted or omitted 
altogether. This is particularly important in counts phased by 
departments and locations. We should carry out checks as outlined in 
paragraphs 3.9.4 to 3.9.8 above on the documentation used to transfer 
goods between departments. 

3.9.11 Internal cut-off is also relevant in the classification of stocks 
between raw materials and consumables, work-in-progress and 
finished goods and goods for resale. In an integrated system, in 
particular, the control accounts against which counts are evaluated 
and compared will be by similar classifications. 

3.10 Phased physical counts 

3.10.1 In the case of attendance at a phased physical count to 
confirm the accuracy of continuous records, our procedures will 
include most of those described above. We will also be concerned to 
ensure that cut-off has been applied to the categories of stock which 
are subject to the counts we attend. 

3.10.2 We will need to look for evidence that counts have been 
carried out during the year in accordance with the client’s timetable. 
Unusually high business activity which diverts those who would be 
counting, or staff sickness, can mean that the programme of counts 
falls behind. 

3.103 We must also ensure that the continuous records are 
amended to reflect the counts and that discrepancies are reported to 
management, investigated and explained. Where the records for 
certain stock lines require regular amendment as a result of 
stocktakes, we should ensure that either these lines are counted at the 
year end or that suitable adjustments are made to the year end book 
stock figures to rectify likely inaccuracies. 

3.10.4 In addition to our concern with the counts, we will want to 
test the movements of stocks shown in the records to satisfy ourselves 
that the records reconl stock quantities completely and accurately. Our 
checks will be by reference to goods inwards and outwards notes, 
internal stock requisitions and returns notes and documentation to 
record scrappings. The arithmetical accuracy of the records should 
also be confirmed. 

3.10.5 In the particular case of a complete physical stocktake being 
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carried out near the end of the year, adjusted for year end purposes by 
the movements summarised in value terms from the continuous 
records, our tests on the movements on the records should relate to 
the intervening period. 

3.11 Stock and work in progress held by third parties 

3.11.1 Raw materials may be held by third parties for delivery at the 
convenience of the client. Work in progress may be sent out for a 
specialist process. Finished goods and goods for resale may be 
warehoused with third parties for storage and distribution purposes. 

3.11.2 We should seek written confirmation from these third parties 
for any material amounts, stating whether there is any lien or pledge. 
Preferably these certificates should state that the third parties have 
counted the stock and that the stock is in good condition; they may 
well be reluctant to do this conscientiously. Bearing in mind the 
materiality of the stock and work-in-progress, it may be necessary for 
us to visit the third party’s premises. 

3.11 J Returnable containers, pallets etc., belonging to the client but 
held by customers, will usually be subject to deposits recoverable by 
the customers on their return. There should thus be records in terms 
of quantities and values allied to the sales ledger. Confirmation of 
quantities is thus an adjunct to the debtors circularisation. Damage 
or loss by customers may mean that quantities in existence, and thus 
creditors for the deposits outstanding, are overstated. 

3.12 Ownership 

Our audit work designed to test the existence of stock will usually also 
give us acceptable evidence of ownership. It is reasonable, in the 
absence of contrary indications, to assume that goods on the client’s 
premises or held to the client’s order at, for example, a warehouse do 
belong to the client. We should however be alert to circumstances 
which suggest the client does not own certain stocks (e.g. products 
returned by customers for repair or servicing, customers’stocks held 
for processing or for delivery at their convenience and goods received 
on sale or return). Our approach to the question of reservation of title 
is the subject of separate guidance. The existence of formal charges 
on stocks should be revealed by our audit work on creditors. 
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4 OBJECTIVE: Stock and short term work in progress is fairly 
valued on an acceptable and consistent basis 

4.1 Basis of Valuation 

4.1.1 The introduction to AS-2 ‘Valuation of Inventories’ states 
that inventories generally constitute the second largest item after 
fixed assets, in the financial statements, particularly of 
manufacturing organisations. The value attached to inventories can 
materially affect the operating results and the financial position. 
However, different bases of valuing inventories are used by different 
businesses and even by different undertakings within the same trade 
or industry. 

4.1.2 Leaving aside for the time being the exceptions mentioned in 
paras 29.1 to 29.4 of AS-2 the basic premise is that stock and work in 
progress should be valued at lower of historical cost and net realisable 
value. 

4.1.3 The audit of valuation will be considered in the following 
paragraphs, first in terms of cost, then as concerns net realisable value 
and finally as applied to long term work in progress. 

4.2 Deflnition of cost 

4.2.1 Para 6.2 defines ‘Historical Cost’ as under: 

“ ‘Historical Cost’ represents an appropriate combination of the 

(a) cost of purchase; 

(b) cost of conversion; and 

(c) other costs incurred in the normal course of business in 
bringing the inventories up to their present location and 
condition’’. 

4.2.2 ‘Cost of Purchase’ is defined in para 6.3 of AS-2 as under; 

“ ‘Cost of Purchase’ consists of the purchase price including duties 

and taxes, freight inwards and other expenditure directly attributable 
to acquisition, less trade discounts, rebates, duty drawbacks and 
subsidies, in the year in which they are accounted, whether immediate 
or deferred, in respect of such purchase”. 

4.2.3 Para 6.4 of AS-2 defines ‘Cost of Conversion’ as under; 
‘Cost of Conversion’ consists of 

(i) costs which are specifically attributable to units of production 
i.e. direct labour, direct expenses and sub-contracted work; and 

(ii) production overheads, ascertained in accordance with either 
the direct costing or absorption costing method. 
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Production overheads exclude expenses which relate to general 
administration, finance, selling and distribution”. 

4.2.4 Para 15 of AS-2 states that “in applying the absorption 
costing method, regard should be had to the normal level of 
production. The normal level of production depends on the facts of 
each case having regard to such factors as available capacity of the 
plant, production achieved in the earlier years and in the current 
year”. 

4.3 Determination of cost 

4.3.1 If a company’s business is to purcha.se items with a relatively 
high individual cost and then sell in the same condition (for example a 
car distributor) the determination of the cost of stock at the year end 
is straightforward. The actual price paid for an unsold item can be 
identified from a purchase invoice. 

4.3.2 The determination of the cost of year end stock becomes more 
complex when there are a large number of items of the same 
description purchased and sold, or incorporated into composite 
stock items, at different times. Items may not necessarily be sold or 
used in the same sequence as they were purchased. Examples are the 
stocks of a department store and a manufacturer’s raw materials. 

4.3.3 In these circumstances it is necessary to apply a formula that 
will give the fairest practicable approximation to actual cost. FIFO, 
which assumes that the items that are bought first are used and sold 
first, average price and LIFO, which assumes that the items that are 
bought last are used and sold first, are acceptable methods provided 
they do in fact approximate to actual cost. 

4.3.4 The determination of the cost of year end stock (work in 
progress and finished goods) becomes particularly complex when the 
client’s business involves the combination of raw materials by 
assembly or processing. The items purchased lose their identity. In 
addition cost are added in the form of direct labour and production 
overheads. With the exception of subcontract work, the added costs 
are generated internally and their allocation is, to a greater or lesser 
extent, a matter of judgement. 

4.3.5 The costing methods used vary considerably. Those most 
likely to produce valuations which approximate to actual costs 
include; 

• Standard costing—adjusted by variances as necessary. Standard 
costs are predetermined for products based on the anticipated 
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relevant material, labour and overhead costs. Tliey may be 
incorporated into a standard costing system and if so the variances 
between the actual and the standard costs of what is produced are 
identified. Investigation of the variances will assist in confirming 
whether standard costs approximate to actual costs. It is crucial 
that standards are regularly reviewed. Standard costing is 
appropriate to high volume manufacturers. If the standard costs 
are not part of a standard costing system, we will have to devise 
tests to review their accuracy and consistency of application 

• Job costing. If the business involves the production and assembly 
of a relatively low number of end products, sometimes to 
customers’ specifications, costs are accumulated by job. The 
allocation of the costs of direct labour and materials (subject to 
FIFO and average price considerations) is not likely to involve 
much judgement, but the allocation of production overheads will 

• Process costing. Where the business involves the continuous 
processing of a few products, as in a brewery or a chemical works, 
the costs for a period are accumulated and then allocated to the 
actual volume produced in the period. 

4.4 Allocation of costs 

4.4.1 Whatever the method used, the allocation of direct materials 
will be on the basis of materials used, taken from recorded 
movements in raw materials and the allocation of direct labour on the 
basis of time spent as recorded in payroll records such as time sheets 
and clock cards. The costs can therefore be measured with a 
reasonable degree of accuracy provided there are mechanisms for 
assessing usage or wastage of materials and the productivity of direct 
labour—due allowance being made for abnormal inefficiencies, idle 
time and stoppages. 

4.4.2 The allocation of overheads is a far more subjective matter, 
for various reasons. 

4.4.3 There may be difficulties in identifying what are to be 
regarded as production overheads and therefore included in stock 
valuation, on the one hand, and selling and administration 
overheads, to be excluded from stock valuation, on the other. If, for 
instance, the company occupies only one building, which houses the 
production and all the other functions of the business, judgements 
will have to be made on the allocation of occupancy costs and power 
costs and on the costs of those staff whose responsibilities may relate 
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both to production and other administration functions (e.g. 
accounting staff)- 

4.4.4 As indicated in AS-2, in applying the absorption costing 
method, regard should be had to the normal level of production. 
The normal level of production depends on the facts of each case 
having regard to such factors as available capacity of the plant, 
production achieved in the earlier years and in the current year. Many 
overheads, for e.xample, rent and maintenance, accrue on a time 
basis and do not necessarily vary with the level of activity. Activity 
can however vary considerably. An appendix to SSAP 9 issued by 
ICAEW gives the following guidance: 

“The governing factor is that the cost of unused capacity should be 
written off in the current year. In determining what constitutes 
“normal” the following factors need to be considered: 

(a) the volume of production which the production facilities are 
intended by their designers and by management to produce under 
the working conditions (e.g. single or double shift) prevailing 
during the year; 

(b) the budgeted level of activity for the year under review and 
for the ensuing year; 

(c) the level of activity achieved both in the year under review 
and in previous years. 

Although temporary changes in the load of activity may be 
ignored, persistent variation should lead to a revision of the 
previous norms”. 

4.4.5 We will need to be satisfied that management has taken a 
reasonable view both on what overheads have been allocated to 
production and on the basis used. Changes in approach can have a 
very significant effect on the total value of stock and work in 
progress. We must be sure that we are aware of them. 

4.4.6 The engagement partner and manager must consider these 
matters at an early stage. They must use their judgement to determine 
whether the principles adopted are reasonable and to ensure that we 
check that they are applied consistently. 

4.5 The audit of cost 

4.5.1 We should review the stock sheets for abnormal individual 
items and the summaries by classes and categories both for 
reasonableness and in comparison with earlier years. 

4.5.2 We should also compare the ratios of raw materials to 
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materials consumed and of finished goods to cost of sales and 
examine the gross profit percentages. Where the client operates on 
standard profit margins, or turnover comprises a small number of 
high value items, it should be possible to ensure that opening stock 
plus purchases minus the cost of sales equals closing stock. If the 
information is available, this test should be carried out by product or 
by different types of goods for resale. 

4.5.3 Where the client’s business is merely to buy and sell items in 
the same condition, our audit of cost will depend mainly on a 
comparison of cost prices in the stock sheets with purchase invoice 
prices, ensuring that any FIFO, LIFO or average price formulae have 
been applied correctly and that they produce prices which 
approximate to actual cost. We will be auditing for both 
understatement and overstatement. 

4.5.4 An additional test is to compare cost prices with those in the 
previous year (making due allowance for inflation and specific price 
increases). This is particularly useful where computer files can be 
matched and exception reports produced. 

4.5.5 Where the client’s business is the combination of raw 
materials by assembly or processing and the costs are controlled by a 
costing system, we will be auditing primarily for overstatement. We 
will need to apply compliance tests to the internal controls in the 
system which record the costs (materials, labour and overheads) in 
order to satisfy ourselves that it again produces values which 
approximate to actual cost. The control objectives, possible errors 
and the controls which may be present are listed in the appendix to 
this chapter. Our audit will entail checking: 

• the costs ot materia] into the system (purchase invoices into stock 
records and .stock control accounts) 

• the usage of materials (stock issues from stock records into work in 
progress records and the movement between control accounts and 
scrappings) 

• the costs of direct labour and its allocation to production 
(information from clock cards and time sheets into work in 
progress records) 

• the cost of production overheads (at the time of the production of 
year end stock) and their allocation to production (identification 
of direct/indirect overheads, normal level of production, 
application of arithmetic formulae and comparison with financial 
records of actual costs) 
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• transfers of completed production to stores (work in progress 
records to stock records and movement between control accounts) 

• transfers of stock to despatch for sale (out of stock records and 
movement between control account and cost of sales) 

• standard costs, to ensure that they are updated for quantity, mix 
and cost of the material element and the labour and overheads 
absorbed 

• correct application of standard costs at all stages in the system on a 
consistent basis 

• variance accounts m a standard costing system, examining the 
size and reasons for variances in assessing whether they should be 
applied in an adjustment to stock valuations or written off 

• control accounts and their reconciliation with supporting records 

• that where the system involves transfers between departments at 
other than cost, any internal profits are eliminated from stock 
valuation. 

4.5.6 Where a costing system is not used to monitor costs, or the 
costing system employed cannot efficiently be audited, we will obtain 
whatever costings the client maintains for manufactured items and 
carry out such tests as are appropriate to determine whether the 
costings are accurate. We will need to identify the components in the 
finished product or work in progress, for comparison back to 
purchase invoices, and review the client’s estimate of the cost of 
production labour and overheads Such an exercise calls for 
considerable skill and the exercise of informed judgement. 

4.6 Net realisable value 

4.6.1 Net realisable value is the actual or estimated selling price (net 
of trade but before .settlement discounts) less: 

• all further costs of completion; and 

• all costs to be incurred in marketing, selling and distributing. 

4.6.2 Adjustments of stock values below cost may be necessary for 
several reasons. Supply and demand pressures in the trade or 
industry may mean that certain stock items can only be sold for less 
than cost. The capacity of the business and its competitors may have 
produced a glut on the market or, for instance, an individual business 
may have inadvertently over-bought or over-produced. The advent 
of new products following changes in technology or fashion can mean 
that superseded products can no longer be sold profitably. The loss of 
major customer can affect the realisability of stock, particularly if the 
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Slock is specially manufactured. Apart from market considerations 
stock may deteriorate or be damaged in storage, 

4.6 J As far as possible, provisions to write stock down to realisable 
value should be made for each separate description of slock item. 
However, for practical reasons it may be necessary—and on 
materiality grounds may be acceptable -to make provisions against 
groups of stocks. For example, if a range of spare parts were 
maintained to service a particular type of machine no longer 
produced, it would probably be acceptable to make one provision 
against the total value without too much regard to the quantities and 
value of the individual parts. 

4.6.4 In making provisions it is important that clients are able to 
relate interdependent slock lines. If a particular machine produced is 
not selling well, all the components which make it up and cannot be 
used otherwise will have to be considered. 

4.6.5 Anticipated selling costs (e.g trade discounts and distribution 
costs) must be deducted in computing the realisable value to be 
compared with cost. 

4.6.6 In practice clients may use formulae for provision purposes 
based on the age of stock or the quantity on hand in comparison with 
past or anticipated future usage. 

The audit of net realisable value 

4.6.7 The audit ol net realisable value is a high risk area. We will be 
assessing the judgements of management as to how much stock they 
can sell and at what price. I hcsc judgements will be subjective and 
they may be influenced by personal motives. Thus, although on the 
grounds of prudence our audit will be primarily for overstatement, 
we should be alert to circumstances in which the company may wish 
to reduce the \alue of stock and thus profits. Although events after 
the balance sheet dates and before the date of our audit report may 
well give some indications, the judgements are usually about what 
may or may not happen in the future. 

4.6.8 We should agree with the client the principles to be applied. 
We should discuss questionable stock with management. Apart from 
preliminary discussions at the time of attendance at a stocktake (see 
paragraph 3.7,8 above), we should have further discussions with 
production personnel at the time of the final audit and also with 
marketing personnel. We must judge whether a person we are talking 
to has a personal axe to grind. For instance, a marketing executive 
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who has authorised a production run of an item on the basis of 
expected sales which have not materialised may find it difficult to give 
an unbiased view. It is essential that the opinions we obtain and the 
identity of the staff member giving them are fully recorded in the 
working papers and that our reasons for accepting their opinions are 
documented. Wherever possible we should seek some form of 
corroboration of any opinion given, if it is obviously significant. It is 
particularly important that we obtain adequate management 
representations covering this area and that we obtain them in writing. 

4.6.9 The internal controls associated with net realisable value 
which may be present in a system are grouped together with other 
internal controls associated with quantity and value in the appendix 
to this chapter (see al.so paragraph 3.1.9 above). 

4.6.10 The audit of net realisable value can include the following 
tests: 

• comparison of cost with sales invoice prices subsequent to the 
balance sheet date, with current sales catalogues and with the 
prices for major contracts (see also paragraph 5.5 re uncompleted 
long term contracts) 

• examination of the records for short term contracts and enquiry 
into those which show little recent movement in costs (see 
paragiaph 5.5.3 below) 

• examination of continuous records for periods both before and 
after the year end to assess the movement of individual lines in 
relation to the quantity held 

• examination of any aged listing of stocks to ensure that items arc 
correctly classified 

• testing of the arithmetic application of any formulae applied based 
either on movement or age, ensuring that it has been applied to the 
correct base inform.ation and that the application produces a 
reasonable result 

• the use of computer interrogation packages to identify slow- 
moving items and to check the application of formulae 

• ensuring that where provisions have been made against finished 
goods, related stock lines, raw materials and parts have also been 
considered 

• an assessment of any sales budgets by product to identify possible 
over-stocking 

• following up any stock lines identified when attending a physical 
stocktake as possibly warranting provision 
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• discussion of particular stock lines with production and marketing 
personnel 

• consideration of current trends in technology, fashion and the 
market 

• considering the current position of items stated at less than cost in 
the prior year's financial statements 

• considering the need to make provisions for forward purchases of 
sales 

• ensuring that the basis of the provisions is consistent with that in 
previous years and comparing the provisions made 

• obtaining management representations. 

Arithmetical accuracy 

4.7 We should ensure that overall we are satisfied that the cost 
figures or net realisable values adopted for individual items have been 
applied to the respective quantities with arithmetical accuracy. We 
should also be satisfied that the resultant values have been summari¬ 
sed accurately. 

5 OBJECTIVE: Long term work in progress is fairly valued on an 
acceptable and consistent basis and adequate provision is made 
for foreseeable losses 

5.1 Definition of long-term contract 

5.1.1 AS-7 “Accounting for Construction Contracts” issued by 
ICAI defines a ‘construction contract’ as “a contract for the 
construction of an asset or of a combination of assets which together 
constitute a single project”. 

5.1.2 “The feature which characterises a construction contract is the 
fact that the date at which the contract is secured and the date when 
the contract activity is completed fall into different accounting 
periods. The specific duration of the contract performance is not used 
as a distinguishing feature of a construction contract. Accounting for 
such contracts is essentially a process of measuring the results of 
relatively long-term events and allocating those results to relatively 
short-term accounting periods.” 

5.2 Basis of valuation 

5.2.1 “In accounting for construction contracts in financial 
statements, either the percentage of completion method or the 
completed contract method may be used. When a contractor uses a 
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particular me^od of accounting for a contract, then the same 
method should be adopted for all other contracts which meet similar 
criteria.” 

5.2.2 “Under the percentage of completion method, revenue is 
recognised as the contract activity progresses based on the stage of 
completion reached. The costs incurred in reaching the stage of 
completion are matched with this revenue, resulting in the reporting 
of results which can be attributed to the proportion of work 
completed. Although (as per the principle of‘prudence’) revenue is 
recognised only when realised, under this method, the revenue is 
recognised as the activity progresses even though in certain 
circumstances it may not be realised.” 

5.2.3 “U nder the completed contract method, revenue is recognised 
only when the contract is completed or substantially completed; that 
is, when only minor work is expected other than warranty obligation. 
Costs and progress payments received are accumulated during the 
course of the contract but revenue is not recognised until the contract 
activity is substantially completed”. 

5.2.4 Para 17 of AS-7, deals with the methods of accounting for 
construction contracts, as under: 

“17. The percentage of completion method can be used if the 
outcome of the contract can be reliably estimated. 

17.1 In the case of fixed price contracts, this degree of reliability 
would be provided if the following conditions are satisfied: 

(i) total contract revenues to be received can be reliably estimated; 

(ii) both the costs to complete the contract and the stage of contract 
performance completed at the reporting date can be reasonably 
estimated; and 

(iii) the costs attributable to the contract can be clearly identified so 
that actual experience can be compared with prior estimates. 

17.2 Profit in the case of fixed price contracts, normally should 
not be recognised unless the work on a contract has progressed to a 
reasonable extent. 

17.3 In the case of cost plus contracts, this degree of reliability 
would be provided only if both the following conditions are 
satisfied: 

(i) costs attributable to the contract can be clearly identified; 
and 

(ii) costs other than those that are specifically reimbursable under 
the contract can be reliably estimated. 
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17.4 While recognising the profit under percentage of 
completion method, an appropriate allowance for future 
unforeseeable factors should be made on either a specific or a 
percentage basis.” 

5.2.5 Provision for Foreseeable Losses is dealt with in Para 13 of 
AS-7 as under: 

“13.1 When current estimates of total contract costs and revenues 
indicate a loss, provision is made for the entire loss on the contract 
irrespective of the amount of work done and the method of 
accounting followed. In some circumstances, the foreseeable losses 
may exceed the costs of work done to date. Provision is 
nevertheless made for the entire loss on the contract. 

13.2 When a contract is of such magnitude that it can be 
expected to absorb a considerable part of the capacity of the 
enterprise for a substantial period, indirect costs to be incurred 
during the period of the completion of the contract are sometimes 
considered to be directly attributable to the contract and included 
in the calculation of the provision for loss on the contract. 

13.3 If a provision for loss is required, the amount of such 
provision is usually determined irrespective of: 

(i) whether or not work has commenced on the contract; and 

(ii) the stage of completion of contract activity; and 

(iii) the amount of profits expected to arise on other unrelated 
contracts. 

13.4 The determination of a future loss on a contract may be 
subjected to a high degree of uncertainty. In some of these cases, it 
is possible to provide for the future loss and in other cases only the 
existence of a contingent loss is disclosed.” 

5.3 Cost 

5.3.1 Job costing is the most common method for accumulating 
long term work in progress costs. We need to familiarise ourselves 
with the client's systems, having first understood his business, and in 
particular any unusual or unique features of contracts which will 
require particular audit attention. 

5.3.2 A special feature of much long term work in progress 
contracting, whether in building, construction or engineering, is the 
use of nominated sub-contractors and suppliers. Charges by these 
sub-contractors are often subject to certification by a third party, 
such as an architect, before payment (subject usually to a retention). 
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5J.3 We will perform tests to ensure that all costs incurred 
(materials, labour and overheads) are properly recorded. It will also 
be necessary to ensure that overheads are apportioned on an 
appropriate and consistent basis and that the policy has been carried 
out accurately. This will entail checking purchase invoices and labour 
costs to job records as they are incurred, together with the allocation 
of overheads. 

5J.4 We will carry out tests to satisfy ourselves that, when a 
contract reaches completion, there are adequate mechanisms in the 
system to ensure that third party retentions, uninvoiced costs and 
costs yet to be incurred are allowed for, that claims by the customer 
against the client in respect of delays and for other reasons are 
provided for and that credit is given to the particular contract for 
unused materials. An examination of contracts completed, 
comparing accruals and provisions with subsequent actual costs, will 
give an indication of the adequacy of the system and the competence 
of the staff operating it, which will be useful when verifying contracts 
uncompleted at the year end. If the client guarantees his product, a 
comparison of guarantee provisions with guarantee costs incurred 
should be carried out. 

5.4 Revenue 

5.4.1 The amounts recovered in respect of a sample of completed 
contracts should also be examined. TTiese amounts should be 
compared with tenders, contract prices, claims by the client for 
additional work not included in the original contract or variations 
thereof and valuation certificates by architects and other specialists. 

5.4.2 The client's record in performing against his tenders and 
contract prices and in recovering extra costs will be an indication of 
the extent to which we can rely on estimates in respect of contracts 
uncompleted at the year end. 

5.4.3 Particular care should be taken to ensure that we are aware of 
actual and potential problems which could affect a contract's 
profitability. Examination of site minutes and correspondence, 
toother with discussions with site agents and managers, may point 
to problems which are not otherwise apparent. 

5.5 Uncompleted contracts 

5.5.1 Our examination of the system will indicate the extent to 
which we can rely on it to accumulate costs as they are incurred and to 
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provide for costs yet to be incurred. If our tests have not satisfied 
us, we will need to carry out additional tests on the year end figures. 
In any case, we will probably carry out special checks to ensure 
that adequate provisions and accruals have been made. 

5.5.2 We then examine the stage of completion of the individual 
contracts, based on internal reports, professional certificates of the 
value of work performed to date, our personal inspection at the time 
of a year-end stocktake, discussions with management and any 
completions after the year end by the time of our audit. Professional 
certificates may well not be dated to coincide with the year end; we 
must take particular care when comparing them with costs. 

5.5.3 We should enquire into contracts showing little recent 
movement in costs. If the contract is complete, profit should be taken 
as appropriate. In other circumstances a provision may be required. 

5.5.4 We should ensure that the client has a regular and adequate 
system for contract appraisal. In respect of all uncompleted 
contracts, we should compare the costs incurred and provided for 
together with the estimated costs to completion with the amount to be 
recovered from the customer to assess the likely outcome. We should 
monitor any problematic contracts, the outcome of which may have a 
material effect on the financial statements, up to the date of signing 
our report. If it seems likely that a loss will be incurred on an 
individual contract, a provision should be made ba.sed on the 
information available when the financial statements and our report 
are signed. 

5.5.5 We should consider carefully the appropriateness of the 
client’s polic> for taking profit and check that this policy is applied 
consistently and accurately. It is particularly important that the 
method of measuring the percentage of completion is appropriate, 
given any inequalities in expenditure on labour or materials during 
the period of the contract. 

5.5.6 If it appears that an individual contract will be profitable we 
need to judge whether this outcome can be assessed with reasonable 
accuracy, thus warranting the taking of “attributable profit”. Our 
judgement will be based on the circumstances of the individual 
contract and also on our assessment of the reliability of the client’s 
system and the competence of his staff, based on our review of 
completed and other uncompleted contracts. 

5.5.7 We must ensure that indirect taxes on progress payments has 
been correctly accounted for. Failure to do so will result in 
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overstatement of the progress payments deducted from long term 
work in progress and in the understatement of creditors. 

6 OBJECTIVE: Stock and work in progress is presented in the 
financial statements in accordance with Companies Act and 
accounting standards 

6.1 Accounting policy note 

6.1.1 We should review the accounting policy note to ensure that it 
fairly reflects the policies which have been applied. 

6.1.2 In particular, we should review any changes in approach to 
stock valuation and determine whether they amount to changes in the 
accounting policy warranting a prior year adjustment or are merely 
changes in the method of applying the same policy. A change in the 
classes of overheads taken into stock valuation would be an example 
of a change in accounting policy. A change from the “first in first out” 
method to the average price method following computerisation 
would amount merelyto a change in method. If the same change were 
made because the FIFO method had been found to be a significantly 
inaccurate method of approximating to cost, on the other hand it 
would amount to a change in accounting policy. 

Creditors secured on stock and work in progress 

6.2 If stock and work in progress is subject to a floating charge to 
secure a creditor, this fact must be included in the overall disclosure. 
The existence of such a charge will be evidenced by the register of 
charges and loan agreements and will also be mentioned in year end 
confirmations by lenders. 

PROGRAMME CHECKLIST 

THE STATED AMOUNTS REPRESENT ALL AND ONLY 
EXISTING STOCK AND WORK IN PROGRESS TO WHICH 
THE COMPANY HAS GOOD TITLE 

Pre-stocktake attendance Paragraphs 

• Review clients instructions 3.5.2, 3.5.4-3.5.7 

• Consider visiting stock locations before stocktake . 3.5.3 

• Consider whether goods might be held on 

consignment or subject to reservation of title 3.12 

• Where independent stock takers f valuers arc used, 
obtain permission to communicate with them and 
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review their procedures 3.6.2 

• Ensure that correct instructions have been given 

to independent stock takers 3.6.2 

• Plan audit approach 3.5.8-3.5.11 

• Seek written confirmation of stock held by 

third parties and consider inspection 3.11 

Stocktake attendance 

• Observe the procedures adopted during the 
stocktake 

• Perform test counts and bring errors to the 
client's notice 

• Note stage of completion of work in progress 

• Photocopy or make hash totals of client’s stock 
sheets 

• Note cut-off details 

• Note damaged, deteriorated or slow moving 
stock 

• Complete stock attendance report 


Post-attendance 


Follow up test counts 

Ensure all rough stock sheets are accounied for 

3.8 

and quantities remain unaltered 

3.8 

Check arithmetic summaries of quantities 
Reconcile certificates from third parties with 

3.8 

final stock sheets 

Compare quantities with continuous records 

3.8, 3.11 

and investigate differences 

Review stock sheets to ensure items have not 

3.8 

been omitted and that they include no inappropriate 

items (e.g. capital plant, stock held for customers) 
Ensure consistency in inclusion!exclusion of 

3.8 

non-trading stocks 

3.8 

Review stock sheets for reasonableness 

Check that continuous records have been 
amended for phased physical counts and that 

3.8 

discrepancies have been explained 

3.10.2, 3.10.3 

Check movements on continuous records 

Check movements of stock to year end 

3.10.4 

if a complete physical count is earlier 

3.10.5 


3.7.3 

3.7.4 

3.7.6 

3.7.7 

3.7.8 

3.7.9 
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Cut-off 

• Purchase cut-off tests 3.9.4-3.97 

• Sales cut-off tests 3.9.8 

• Ensure that only direct labour up to the date of 

the balance sheet is included in work in progress 3.9.2 

• Consider whether cut-off has been applied at the 

right point and consistently with prior years 3.9.9 

• Consider whether internal cut-off was accurate 3.9.11, 3.9.12 

• Ensure that cut-off for phase physical counts 

was accurate 3.10.1 

STOCK AND SHORT TERM WORK IN PROGRESS IS 
FAIRLY VALUEDO^ AN ACCEPTABLE AND CONSISTENT 
BASIS 

• Review for reasonableness and abnormal items 4.5.1 

• Accounts appraisal 4.5.2 

• Compare costs of bought-in items with purchase 
invoice prices on a FIFO, LIFO or average cost 

basis 4.5.3 

• Compare costs with previous year 4.5.4 

Assembly or processing businesses controlled by a costing system 

• Check costs of materials, labour and overheads into the 

system 4.5.5 

• Check allocations of materials, labour and overheads to 

products and thence to finished stock 4.5.5 

• Check transfers of finished stock to sales 4.5.5 

• Review standard costs 4.5.5 

• Check that standard costs are correctly applied 

at all stages in the system on a consistent basis 4.3.5 

• Review variances 4.5.5 

• Check control accounts 4.5.5 

Assembly or processing businesses not controlled by a costing system 

• Identify components in finished goods and work in 

progress 4.5.6 

• Compare costs of bought-in items with purchase invoices 

on a FIFO. LIFO or average cost basis 4.5.6 

• Review estimates of cost of production, labour and 

overheads 4.5.6 
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Net realisable value 

• Review and agree principles to he applied 4.6.8 

• Net realisable value tests 4.6.10 

Arithmetical accuracy 4.7 


LONG TERM WORK IN PROGRESS IS FAIRLY VALUED ON 
AN ACCEPTABLE AND CONSISTENT BASIS AND 
ADEQUATE PROVISION IS MADE FOR FORESEEABLE 
LOSSES 

Cost 

• Check allocation of materials, labour and overheads 
to job records 

• Check certification of sub-contractors’ charges 

• For Jobs nearing completion, ensure all costs 
and claims are accounted for 

Revenue 

• Check payments received against complete 

contracts against tenders, variations and cbims 5.4 

Uncompleted contracts 

• Verify stage of completion 5.5.2, 5.5.3 

• Consider outcome of work in progress and the 
recognition of attributable profit or foreseeable 

losses 5.5.4-5.5.6 

• Consider treatment of indirect taxes on progress 

payments 5.5.7 

STOCK AND WORK IN PROGRESS IS PRESENTED IN THE 
FINANCIAL STATEMENTS IN ACCORDANCE WITH THE 
COMPANIES ACT AND ACCOUNTING STANDARDS 


• Review accounting policy note 6.1.1 

• Consider accounting treatment of any change in 

basis of valuation 6.1.2 

• Ensure charges on stock are disclosed 6.2 

• Consider the disclosure of attributable profit 5.2.4 
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INTERNAL CONTROL IN STOCK SYSTEMS 


The internal control objectives, the possible errors and the controls 
which may apply to stocktaking are set out in paragraphs 3.3 and 3.4 
of this chapter. As explained in paragraph 3.1.9, the internal control 
objectives, possible errors and the controls which may apply to other 
aspects of the stock recording function in an integrated standard 
costing system are not set out under the separate audit objectives but 
are grouped together in this appendix. The internal controls descri¬ 
bed may be present to a lesser extent in less sophisticated systems. 
The internal controls which apply throughout the system are: 

• year end counts and periodic counts during the year 

• continuous records of quantities 

• continuous records in value terms 

• control accounts in value terms for groups of stock and work in 
progress with related variance accounts 

• stores physically separate and physically secure from goods 
inwards, inspection, despatch bay and production 

• storekeeping independent of goods inwards, despatch bay, 
production control and other accounting functions 

• employment of responsible storekeepers 

• stock labelled or otherwise identified to prevent issue of wrong 
items 

• records of stock held by third parties and physical checks by them. 


Receipt of Stock into Stores 


Control Objective 

Goods recorded as received in 
continuous records and debits to 
purchases or stock accounts 
represent goods; 

• actually received 


• in good condition 


Possible Error 


• Incorrect quantity entered 
on goods inwards note 
(GIN) 

• Goods incorrectly described 
on GIN 

• Inlormation on GIN (quantity 
and/or description) incorrectly 
processed 

• Data concerning goods rejected 
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Control Objective 

Possible Error 



on delivery as defecti\e 

IS nevertheless processed 

• ordered for use in the business 

• 

Unordered goods delivered 
are accepted 

All goods so received are: 

• recorded on delivery 

• 

GIN not completed or 

IS mislaid 

• entered on continuous quantity 

• 

GIN not processed 

records 

• debited in value terms to 
purchases or stock accounts 

• 

GIN/purchase invoice 
not processed 

at the correct price 

• 

GIN/purchase invoice incorrectly 
proccsscd/standards not updated 


Controls over the receipt of stock into stores include: 

. • single receiving point 

• pre-numbered goods inwards notes (GIN) for all goods received 
detailing goods, date and authorisation 

• checks on quantities/weights and quality and matching with order 
evidenced by signature on GIN; deficiencies notified to stock 
control and purchasing departments 

• GIN signed by storekeepers as evidence of receipt of goods 

• evidenced, independent numerical continuity check of GINs, 
investigation of missing numbers 

• quantities entered on bin cards and/or other continuous records 
of quantities 

• reliable and up to date standards used 

• evaluation of GINs and reconciliation with posting to stock 
control account. 


Issue of Stock to Production from Stores 


Control Objective 


Stock taken for production purposes is: 
• correctly recorded 


correctly evaluated 


Scrapping is accurately recorded as 
such 


Posiible Error 


• Stock requisition (SR) is not 
completed or is mislaid 

• Incorrect quantity on SR 

• SR is not processed 

• Job/work ticket not updated 

• SR is incorrectly priced/standard 

• costs not updated 


• Note of scrapping (SN) not 
completed and processed 
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Controls over the issue of stock to production from stores include: 

• pre-numbered stock requisitions (SR) for all issues detailing 
goods, date and job number 

• authorisation of SR from list of authorised signatures 

• SR’s accompany goods to production, signed by recipient 

• evidenced, independent numerical continuity check of SR copies 
retained by storekeeping; missing numbers investigated 

• prenumbered, authorised works orders for all production 

• prenumbered, job woik tickets for all production, updated by 
SR’s authorised by work orders 

• evidenced, independent numerical continuity check of job/work 
tickets; missing numbers investigated 

• part lists for all items produced; independent check that stock 
issues are in accordance therewith 

• control of faulty and other items returned to stores 

• prenumbered notes of scrappings (SN) detailing stock scrapped 
authorised by appropriate official 

• control over any sales proceeds from stock scrapped 

• control of transfers between production departments 

• control over goods by-passing stores and moving straight to 
production departments 

• production reports and investigation of significant production 
variances 

• quantities entered on bin cards and/or other continuous records 
of quantities 

• SR’s evaluated and posted to stock control and work in progress 
accounts, variances investigated. 

Direct Production Labour 


Control Objective 

Possible Error 

Direct labour is correctly 
charged to work in progress 
in terms of: 



• time spent 

• 

Time recorded on time 
sheets does not correspond 
with clock cards 

• allocation to individual 

• 

Time spent incorrectly 

direct jobs and indirect 


recorded or wrongly coded 

headings 

• 

Job/work ticket not updated 

• Price 

a 

Time sheets evaluated at 
incorrect rates/standard 
rates not updated 
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Controls over direct production labour include; 

• clock cards for all production employees reconciled to time sheets 

• time sheets for all employees, independently authorised and 
reconciled to productive time charged to stock and work in 
progress 

• production time charged reconciled to standard rates and hours 
worked, variances investigated 

• reliable and up to date standards used 

• control of transfers between production departments. 


Prfiduction Overheads 


Control Objective 

Possible Error 

Production overheads are 

• Definition of production and 

distinguished from administration. 

other overheads is incorrectly 

selimg and other indirect 

applied 

overheads on a consistent 

• Change in definition is 

basis 

not identified 

Overheads are charged to 

production 

• at the correct rates 

• Standards not updated 

• on the basis of production 

• Cost variances not identified 

• Production variances not 

achieved 

identified 


Controls over production overheads include: 

• inclusion or exclusion of categories of overheads on a reasonable 
basis, applied consistently year by year 

• reliable and up to date standards used 

• reasonable basis of allocation based on normal level of activity 

• investigation of variances. 

Transfer of Stock from Production to Stores 


Control Objective Possible E^ror 


All stock transferred from 
production to stores is; 

• recorded 

• Job/work ticket incorrectly 


summarised or is mislaid 


• Transfer note (fN) note is not 
completed or is mislaid 

• TN or note of scrapping 


(SN) is not processed 
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Control Objective Possible Error 

is correctly evaluated • Production costs—direct materials. 

direct labour and production 
overheads are incorrectly 

_ summarised by job. __ 

Scrapping is accurately recorded as • SN not completed and processed 

such 

Controls over the transfer of stock from production to stores include; 

• prenumbered transfer notes (TN) detailing goods, date and job 
number matched with job/work tickets and works orders 
on completion 

• TN’s signed by storekeepers as evidence of receipt of goods 

• prenumbered notes of scrappings (SN) detailing stock scrapped 
and job number authorised by appropriate official 

• control over any sales proceeds from stock scrapped 

• evidence independent numerical continuity of TNs and SNs, 
missing numbers investigated 

• quantities entered on bin cards and/or other continuous records 
of quantities 

• completed job/work tickets evaluated for postings to work in 
progress and finished goods control accounts 

• old works orders and job/work tickets investigated. 

Transfer of Stock from Stores and Production to Despatch Bay 

Control Objective Possible Error 

All transfers to despatch bay are • Stock requisition (SR)/despatch 

recorded for sales invoicing note (DN) mislaid or not completed 

• Stock items incorrectly identified on 
SR/DN 

Controls over the transfer of stock from stores and production to 

despatch bay include: 

• prenumbered despatch notes (DN) for all despatches detailing 
goods and date 

• authorisation of DN from list of authorised signatories 

• (transfer of stock from production to despatch bay only) transfer 
notes matched with despatch notes 

• evidenced, numerical continuity checks o! DNs, investigation of 
missing numbers 

• DNs signed by despatch personnel as evidence of receipt 
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• quantities entered on bin cards and/or other continuous records 
of quantities 

• evaluation of DN’s for posting to finished goods or work in 
progress control accounts and cost of sales/reconciliation with 
sales invoices 

• control over despatches made directly from stock held by third 
parties. 


Damaged, Deteriorated, Obsolete and other Slow Moving Stocks 



Possible Error 


• Such slock IS not noticed by 
observation at stocktakes and other 
times 

• Trends in technology, fashion and 
the market are overlooked 

• The inter-relation of particular raw 
materials, parts and finished goods 
IS overlooked 

• Aged listings ol stocks are 
—not prepared 

—are prepared inaccurately 

• Cost ts not compared with' 

—sales invoice price 

—sales catalogue price 
- other indicators of realisable value 

• Quantity and cost is not compared 
with sales budgets or other 
indicators of future sales 

• Company formulae, based on 
movement and/or age, 

to determine realisable value. 

—are not applied aceurately 
—do not produce a reasonable result 


Controls over damaged, deteriorated, obsolete and other slow moving 
stocks include: 

• physical inspection, guided by stocktaking and other standing 
instructions 

• continuous records of quantity 

• work in progress records 

• financial control accounts 
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• component lists for finished products 

• sales invoice price 

• sales catalogues 

• sales budgets 

• aged listings of stocks 

• formulae, based on movement and/or age to determine realisable 
value 

• trade and financial journals. 



CHAPTER 19 


INCOME 


1 Introduction 

2 Audit objectives 

Paragraph 

3 Completeness and accuracy of recorded income 

Internal control 

3.4 

Analytical review 

3 12 

Substantive tests 

3 21 

Recorded sales 

3 22 

Credit notes, claims and rebates 

S.21 

Other income 

3 2« 

Intra-group income 

4 Validity of recorded income 

5 Measurement 

6 Accounts presentation 

Programme checklist 

3.30 


1 INTRODUCTION 

1.1 The audit of income is closely linked to the audit of debtors, 
A'hich is the other main component of the sales cycle (dealt with in 
detail in Chapter 20). Applying the principles of directional testing, 
we test income primarily for understatement (which also gives us 
assurance that debtors are not understated). Likewise, we derive 
assurance that income is not overstated principally by carrying out 
tests to ensure that debtors are not overstated. 

1.2 This chapter focuses on income, which is likely to form the 

major proportion of total income. It is stressed that our basic 
objectives, listed below, apply equally to other items of income, for 
example, rent, investment income, royalties and commissions. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 
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(i) All income is recorded 

(ii) Recorded income is genuine 

(iii) Income is measured on an acceptable basis, consistent with 
previous years, in accordance with the stated accounting 
policies and in compliance with the Companies Act and 
accounting standards 

(iv) Items of income have been properly disclosed in compliance 
with Companies Act and accounting standards. 

These objectives are considered in turn in the following paragraphs. 

3 OBJECTIVE; All income is recorded 

3.1 Testing for the completeness of recorded income is often a 
difficult audit area: the problem usually lies in satisfying ourselves 
that all goods despatched or services rendered to customers have been 
invoiced rather than in satisfying ourselves that all sales invoices have 
been properly recorded in the accounts. The documentation of sales 
orders or service contracts may be poor, and there may be no internal 
controls to ensure that all completed orders or services rendered are 
invoiced. 

3.2 In some cases, it may be possible to prove the sales figures in 
terms of total volumes or quantities or in terms of individual units. 
For example, where a company is engaged in importing and 
distributing vehicles or heavy machinery, the audit may be directed 
principally at satisfying ourselves that the numbers purchased are 
correctly accounted for as between stock and sales. In other cases, it 
may be possible to project an amount of expected income from 
information on the company’s income producing assets (for 
example, property or machinery on long-term operating leases), or 
from information on the company’s costs of sales. Or it may be 
possible to collect evidence of the satisfactory operation of internal 
controls in the company’s system which ensure that all goods 
despatched are invoiced. 

3.3 The approach to this area requires careful consideration at the 
audit planning stage and the extent to which our audit procedures 
link with other audit areas should be documented in the audit 
strategy section of the planning memorandum. 

INTERNAL CONTROL 

3.4 Control objective: All goods despatched or services rendered 
are invoiced. 

3.4.1 Possible errors under this heading are: 
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• goods despatched (or services rendered) but not recorded 

• recorded despatches (or services) not invoiced. 

3.4.2 It should be noted that our primary concern here is the 
understatement of income, i.e. the unrecorded sale, not unrecorded 
stock losses or theft. 

3.4.3 Controls over the recording of despatches include: 

• despatch department independent of sales, invoicing, ledger 
maintenance and cashiers 

• pre-numbered despatch notes used for all despatches 

• control over unissued despatch notes 

• independent check of goods to despatch notes 

• despatch note is part of sales order set, sales orders prepared for all 
orders received 

• sales orders cross-referenced to despatch notes and unmatched 
sales orders followed up 

• regular stocktaking and comparison of physical stock with book 
stock, with investigation and reporting of differences to appropriate 
levels of management 

• control over goods delivered direct from supplier to customer. 

3.4.4 Controls over the invoicing of despatches include: 

• invoicing department independent of despatch, ledger 
maintenance and cashiers departments 

• sales invoices pre-numbered/part of despatch note set 

• sales invoice cross-referenced to despatch note 

• sequence checking and missing despatch note numbers 
investigated 

• batching of despatch notes, production of hash total of quantities 
and comparison with quantities invoiced 

• adequate procedures for invoicing part-deliveries, goods on 
consignment, goods on sale or return, direct deliveries by supplier 
to customer, scrap, fixed assets, employee sales. 

3.5 Control objective: Invoices are accurately prepared. 

3.5.1 Possible errors under this heading are: 

• incorrect prices or discounts used 

• computational errors. 

3.5.2 Internal controls over the preparation of invoices might 
include: 

• independence between invoicing department and sales, despatch, 
ledger maintenance, cashiers and warehouse 
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• maintenance of standard price lists used to price invoices 

• maintenance of list of authorised discount rates to be applied to 
sales invoices 

• security over price and discount master files 

• changes to price and discount master files adequately authorised 

• sales invoices independently checked for prices and calculations 

• production of hash total of despatch note quantities and 
comparison with invoiced quantities. 

3.6 Control objective: Invoices are completely and accurately 
recorded. 

3.6.1 Possible errors under this heading are: 

• posting incorrect amount 

• omitted postings 

• incorrect nominal ledger account analysis. 

3.6.2 Internal controls over the recording of sales invoices might 
include: 

• independence between issue of invoices and physical handling of 
related goods, sales ledger maintenance and cashier 

• the use of pre-numbered sales invoices 

• sequence checks and reports, with regular investigation into 
missing numbers 

• casts of sales invoice listings checked 

• batching of sales invoices prior to posting and agreement of batch 
total with total value posted 

• review of sales invoice listings to ensure that all sales posted to the 
nominal ledger are correctly analysed 

• independent check of invoice listings with retained copies of 
invoices 

• regular extraction and review of sales ledger balance listing and 
reconciliation to control account 

• regular extraction and review of trial balance. 

3.7 Control objective: Credit notes raised represent allowances 
properly due. 

3.7.1 Possible errors under this heading are: 

• credit given for goods not returned 

• credit given for other invalid claims 

• credit note incorrectly prepared (e.g. incorrect price, computation 
error). 

3.7.2 Internal controls over the raising of credit notes might 
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include: 

• independence between issue of credit notes and physical handling 
of related goods, sales ledger maintenance and cashier 

• goods returned notes prepared for all returns 

• controls over issue of goods returned notes 

• salescredit notes cross-referenced to goods returned notes or other 
relevant documentation 

• sales credit notes aj^roved by a responsible official, with evidence 
of such authorisation 

• issue of credit notes restricted to authorised personnel, control 
over unissued credit notes 

• controls over the accurate preparation of credit notes (which will 
be the same as or similar to those over the preparation of sales 
invoices—paragraph 3.5.2 above). 

3.8 Control objective: Credit notes are accurately recorded. 

3.8.1 Possible errors under this heading are; 

• double posting 

• posting an incorrect amount. 

3.8.2 The controls over the accuracy of recording ot credit notes 

might include: 

• independent check of listings of posted credit notes with^retained 
copies 

• casts of credit note listings checked 

• batching of credit notes prior to postings and agreement of batch 
total with total value posted 

• regular extraction and review of sales ledger balance listing, 
reconciliation to control account, and investigation into credit 
balances. 

3.9 Control objective: The recorded income from cash sales is 

complete and accurate. 

3.9.1 Possible errors under this heading are: 

• cash takings misappropriated 

• incorrect price charged 

• incorrect posting of receipts to nominal ledger. 

3.9.2 Controls over the recording of cash sales might include: 

• division of duties between the person selling the goods or service 
and the person collecting the cash, although in practice this is not 
usually found as the same person will perform both functions 

• pre-labelling of prices 
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• recording of cash sales on till rolls/p re-numbered receipts issued 
for all sales 

• continuous supervision of sales staff and cashiers 

• regular banking of receipts (at least daily) 

• receipts banked intact 

• independent check of cash book listings with paying-in slips 

• regular reconciliation of bank accounts 

• regular stocktakes and subsequent comparison of actual sales with 
theoretical sales 

• regular preparation and review by management of management 
accounts or other sales statistics (e.g. branch returns). 

3.10 Control objective; The recorded income from investments or 
investment properties is complete and accurate. 

3.10.1 Possible errors under this heading are: 

• failure to claim dividends or rent due 

• incorrect amounts received or recorded 

• failure to accrue income 

• income misposted to asset or liability accounts. 

3.10.2 Controls over the recording of investment income include: 

• independent maintenance of expected income schedules, and 
regular comparison with income accounts 

• independent comparison of income accounts with external 
publications, e.g. Extel 

• independent check that dividends and interest on investments 
bought or sold are dealt with properly 

• independent check on account codings allocated for posting 

• independent check of calculations of individual dividend or rental 
receipts or claims. 

3.11 Control objective: The sales and other income accounts in the 
nominal ledger are adequately maintained. 

3.11.1 Possible errors under this heading are: 

• invalid journal adjustments made 

• valid journal adjustments omitted/inaccurately posted 

• valid recorded data corrupted or lost. 

3.11.2 Internal controls over journal entries and the maintenance of 
the nominal ledger are considered in Appendix 8.4. Our assessment 
of such controls affects almost all the areas of audit work and, to 
avoid duplication of effort, such an assessment is recorded 
separately in a single section of the audit file—section M. 
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ANALYTICAL REVIEW 

3.12 Analytical review provides an important source of assurance 
in the audit of income. We can often consequently keep detailed 
substantive testing of transactions during the year to a minimum. 

3.13 In essence, our procedure is to compare the amounts of 
recorded income (or the relationships of these amounts with other 
information) with what we would expect them to be, and to 
investigate any material deviation from our expectations. 

3.14 In most cases, since we intend to identify deviations at least at 
the level of testing materiality, we examine detailed analyses of 
income as well as totals. 

3.15 On what do we base our expectations of the year’s income, and 
what analyses or relationships do we look at? The answers depend on 
the nature of the client’s business, and on what information is 
available. Our predictions of the year’s income are usually based on 
one or more of the following: 

• the past, taken together with our knowledge of changes in 
circumstances (e.g. price, volume and product mix). With most 
clients it is possible to identify particular analyses or “profiles” of 
income which can be expected to be stable over a period of time or 
to change in some predictable fashion 

• budgets, depending upon past experience of these with the client 

• cross-sectional consistency, for example comparing gross margins 
at similar retail outlets 

• a relationship such as one which enables us to prove sales 
quantities or volumes, leaving us then to audit prices and thus 
to rationalise the sales figure. 

3.16 The first step is to ascertain what sales information is reported 
to management. In different businesses this may include budgeting 
and/or reporting; 

• sales by: 

—geographical area, customer, product, salesman, outlet, outlet 
type 

• selling and distribution costs by: 

—geographical area, type of customer, product, product group, 
salesman 

• ratios of sales to: 

—sales employees, fixed assets, floor area or shelf footage of sales 
outlets 
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• Other sales statistics: 

—number of units produced and despatched, numbers of units 
hired, occupancy levels, passenger/miles 

• frequency and size of orders by: 

customer, outlet, outlet type, product, product group, 
salesman. 

3.17 The next step is to consider whether particular analyses or 
ratios can be used to “prove” the year’s income. For example the 
value of sales may be calculated from opening and closing quantities 
of finished goods, purchases/production figures and selling prices. 
Alternatively, the value of sales may be calculated by marking up a 
separately audited cost of sales figure by the expected margin. In 
either case, the calculations would usually be by product or by 
product group, or by outlet, etc., depending upon the management 
information available. Selling prices and expected margins will 
usually change during the year and the calculations will accordingly be 
broken down by week, month or quarter as appropriate. 

3.18 The two examples above are probably the most widely 
encountered. In particular industries, however, we may be able tc 
identify a predictable relationship between income and other 
recorded data. For example: 

• in the hotel industry, total room income should be approximately 
equal to the product of average room rates and occupancy 
statistics 

• in transport, total income can be calculated by applying tariffs to 
ton/miles or passenger/miles or seat occupancy statistics 

• in the various rental and lease operating industries, rental income 
varies with the rental rates and number of leased units 

• in the retail sector, sales may bear a consistent relationship to the 
numbers of sales employees (or their wage costs), or to the floor 
area or shelf footage of the outlets 

• in banking, interest received and interest paid can be related to 
average balances outstanding and interest rates 

• in publishing, advertising revenue can be related to column 
statistics and rates. 

3.19 In deciding whether to look at particular analyses or ratios, we 
should consider: 

• whether the information comes from reliable, independent 
sources. For example, there would be little point in examining the 
relationship between sales and number of units sold if the latter 
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information was compiled from recorded sales invoices 

• the extent to which we can competently asses the combined effect 
of all the relevant factors. Can we, for example, allow for the effects 
of changes in price and product mix, and for retroactive quantity 
discounts? Sales credit notes may or may not involve returned 
goods; can we allow for this factor in a comparison of sales 
volumes with production and stock movements? 

3.20 The remaining steps in a programme of analytical work are: 

• comparison with the client's actual results 

• investigation of unexpected variances. Discussions should be held 
with the appropriate line managers and not be restricted to 
members of the accounts staff 

• recording and corroboration of explanations for variances 

• confirmation that the reliability factor previously assigned is 
justified by the results of our work. 

SUBSTANTIVE TES I S 

3.21 The basic tests are to check that all goods despatched or 
services rendered give rise to corresponding credit entries in the sales 
account and to trace debit entries in the sales account (e.g. credit 
notes, sales rebates) to evidence of valid claims or rebates. 

Recorded sales 

3.22 The basic test is typically carried out in three stages. The first 
step is to find a source that will tell us what goods were despatched or 
services rendered during the year and to check that this information is 
complete. The source may, for example, be stock records of finished 
goods, despatch records, time sheets, contract cost records, job cards, 
sales orders or purchase records. The choice will depend upon the 
accounting system. It will also depend upon the extent to which we 
can satisfy ourselves that the records to be chosen is complete (see 
paragraphs 3.1 and 3.2 above). 

3.23 The next step is to select a sample of items from the chosen 
source and to trace these to sales invoices. The sample should cover 
all material categories of revenue throughout the year (excluding any 
categories which can be satisfactorily tested by analytical 
procedures). Wherever practicable, the selection should be value- 
oriented—i.e. higher value despatches should have a greater chance 
of selection, since they carry a higher potential for material 
understatement of income. And, where practical, high value items 
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should be separately identified and tested. A problem often 
encountered is that the source records from which the sample is 
drawn are not evaluated in monetary terms. One solution may be to 
categorise income by, say, product groups and then to select 
despatches of items in each product group in proportion to the 
group’s contribution to total income. 

3.24 The sales invoices traced in the test would be checked for 
correctness of quantity invoiced, prices used, discounts allowed, casts 
and extensions. 

3.25 The final step is to check that the invoices have been correctly 
posted to the sales account in the nominal ledger. This will normally 
involve tracing the invoices to a posting summary (e.g. a sales invoice 
listing), checking the casts of the summary, and checking the postings 
of the summary to the nominal ledger. 

3.26 Further useful checks on the completeness of processing of 
despatches might be serial continuity checks on processed despatch 
notes or sales orders, where these are pre-numbered. 

Credit notes, claims and rebates 

3.27 A sample of items debited to the sales account in the nominal 
ledger should be traced to goods returned notes or other evidence of a 
valid customer claim or sales rebate. The sample is taken from 
posting summaries or, if credit notes are individually posted to the 
nominal ledger, from the nominal ledger. As well as corroborating the 
basis of the credit note with supporting evidence, we should 
check details such as quantities, prices, discounts, and casts and 
extensions. 

Other income 

3.28 The appropriate substantive tests to verify the completeness of 
recording of other operating income (such as royalties and 
commissions), interest receivable, investment income and income 
from group companies require little elaboration; the basic pattern is 
to establish the rights to income, and then to check that this 
entitlement has been recorded as income. 

3.29 For example, investment income might be tested as follows: 

(i) Select a sample of investments held by the client in the year. (In 
order to minimise the work to be done, these could conveniently be 
the same investments as were tested in our work on carricd-forward 
costs of investments (see Chapter 26)) 

(ii) Check any changes in holdings in the year with contract notes, 
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company circulars etc. and note the terms on which these changes 
occur with respect to income (e.g. whether purchases and sales are 
made ex-dividend) 

(iii) Calculate the expected amounts of income receivable during the 
year on the client’s holdings of the investments by reference to 
external evidence—for example, published accounts. 

(iv) Check that all income which the client is entitled to receive has 
been taken to the credit of the investment income account, and that 
tax credits or tax deductions have been properly accounted for. 

Intra-group income 

330 Intra-group trading and other income should be subjected to 
the same basic tests as income from unconnected third parties. 

4 OBJECTIVE: Recorded income is genuine 

4.1 Our aim is to establish that everything recorded as a sale is what 
it purports to be and hence that income is not overstated. Following 
the principles of directional testing, our audit work on the 
overstatement of debtors will provide assurance on the overstatement 
of income. Sales invoices which do not reflect a proper supply of 
goods and services should normally remain unpaid and outstanding 
on the sales ledger where they will come under scrutiny during the 
audit of debtors. 

4.2 Furthermore, analytical tests of income will provide a degree of 
audit assurance that recorded income is genuine (as well as providing 
assurance that all income is recorded), and the design of such tests is 
covered in paragraphs 3.10 to 3.18 above. 

4.3 It follows that to satisfy ourselves that we have met this audit 
objective, we need normally do little more than review the results of 
work carried out elsewhere in the audit. Particular care, however, 
must be exercised in the following circumstances: 

(i) Where the client could receive advance payments from 
customers, we should consider the need for additional tests to ensure 
that such amounts have not been erroneously included in income. We 
may, for example, scrutinise files of processed sales invoices to ensure 
that these do not include pro-forma invoices or applications for 
advances payments and review the sales income account in the 
nominal ledger for unusual entries 

(ii) Where goods are despatched on a sale or return basis, we 
should check that, from our work on debtors and stocks, we are 
satisfied that such despatches have not been erroneously treated as 
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sold. A similar point applies to consignment stocks and sales on 
approval. 

4.4 Where practical, we should scrutinise the sales account and 
other income accounts in the nominal ledger and investigate unusual 
entries, e.g. from an unusual source. 

5 OBJECTIVE: Income is measured on an acceptable basis, 
consistent with previous years, in accordance with stated 
accounting policies and in compliance with the Companies Act 
and accounting standards 

5.1 We should review the accounting policy adopted by the client 
for measuring income to ensure that a consistent policy is being 
applied and that it is acceptable. A point that sometimes causes difficulty 
is deciding when to recognise income resulting from a transaction. 
Forexample, a sale of goods should only be recognised when the risks 
and rewards of ownership have been transferred to the buyer; the 
terms of the transaction, e.g. delivery arrangements, may mean that 
the date of the transfer of risks does not coincide with the date of the 
invoice. The appendix to the Accounting Standard AS 9 “Revenue 
Recognition” contains a number of helpful practical illustrations of 
policies which would generally be acceptable in this country. 

5.2 Particular attention should be paid to sales cut-off. Cut-off tests 
are normally carried out as part of the audit of stock (Chapter 18), to 
ensure, inter alia, that: 

(i) goods sold prior to the year end are included in the year’s 
recorded income and are excluded from the year end stock valuation 

(ii) goods sold subsequent to the year end are excluded Irom the 
year’s recorded income 

(iii) goods returned by customers on either side of the year end are 
correctly treated. 

5.3 We should review the results of cut-off work, and should 
consider the need for additional tests, for example, where the client’s 
suppliers deliver goods direct to customers. 

6 OBJECTIVE: Items of income have been properly disclosed in 
compliance with the Companies Act and accounting standards 

6.1 We should ensure that the disclosures of items comply with the 
Companies Act and with accounting standards. 

6.2 The basic procedure is to ensure that the base on which items 
have been analysed and classified for disclosure are acceptable, and 
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to test the compliation of the analyses. ' 

63 Particular attention should be directed towards the treatment of 
exceptional or extraordinary income, and prior year adjustments. 
The Companies Act and AS-5 require disclosure of such items. Staff 
should be fully conversant with this standard and the statutory 
requirements in order to be able to identify such situations and to 


determine whether the disclosure requirements have been met. 
PROGRAMME CHECKLIST 
ALL INCOME IS RECORDED 

Analytical review Paragraphs 

• consider available information and obtain!prepare 

analyses 3.13-3.18 

• compare actual and expected results, investigate 

variances and corroborate explanations 3.20 

Substantive tests 

• identify source records to ensure all goods 

de.spatchedjservices rendered are recorded 3.1. 3.2, 3.22 

• Check all goods despatched I sei^> ices rendered are 

invoiced 3.13 

• check invoices for correct price, quantity, discount 

and calculations 3.24 

• check posting of invoices to nominal ledger and casts 

of any posting summary 3.25 

• check serial continuity of processed despatch 

notes!sales orders 3.26 

• check that credit notes raised represent valid claims 3.27 

• check details on credit notes 3.27 


• check that other income receivable has been recorded 3.28, 3.29 


RECORDED INCOME IS GENUINE 

• review work on debtors for evidence of fictitious sales 4.1 

• test (or review work on) advances from customers, 

sales on approval etc. 4.3 

• scrutinise sales account for unusual entries 4.4 

INCOME IS MEASURED ON AN ACCEPTABLE BASIS 

• review accounting policy for consistency and suitability 5.1 


• review results of cut-off tests, consider direct deliveries 5.2, 5.3 
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ITEMS OF INCOME HAVE BEEN PROPERLY DISCLOSED 
IN COMPLIANCE WITH THE COMPANIES ACT AND 
ACCOUNTING STANDARDS 

• verify disclosure 6.1 

• check analyses of items for disclosure 6.2 

• ensure proper disclosure of exceptional and extraordinary 

items 6.3 
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ACCRUED INCOME 



Paragraph 

1 Introduction 


2 Audit objectives 


3 Sales ledger debtors 


Internal control 

3.2 

Analytical review 

3.7 

Substantive tests 


Direct confirmation and after-date cash 

3.11 

Other sales ledger tests 

3.17 

Credit notes and adjustments 

3.18 

Bills of exchange 

3.19 

Cut-off 

3.20 

4 Prepayments and accrued income 


5 Other debtors 


6 Provisions for doubtful debts 


Internal control 

66 

Analytical review 

6.11 

Substantive tests 

6.17 

General provisions 

6.22 
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1 INTRODUCTION 

1.1 The debtors covered in this chapter include trade debtors and 
other debtors such as amounts due from the sale of fixed assets, loans 
to staff, and government grants receivable. 

1.2 The introduction to Chapter 19—Income—comments on the 
link between the audit of debtors and the audit of income. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) Sales ledger debtors represent genuine debts due to the 
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company; 

(ii) Prepayments and accrued income are fairly allocated to the 
correct periods; 

(iii) Other debtors represent genuine amounts due to the company; 

(iv) Adequate, but not excessive, provisions have been made to 
ensure that debtors and prepayments are not stated at amounts above 
those for which the company may reasonably be expected to receive 
value; 

(v) Debtors, prepayments and accrued income are presented in 
compliance with the requirements ol the Companies Act and 
accounting standards. 

3 OBJECTIVE: Sales ledger debtors represent genuine debts due to 
the company 

3.1 Following the principles of directional testing, the main thrust 
of our testing will be aimed at detecting overstatement; the danger of 
.sales ledger debtors being understated is covered by audit work on 
other areas, primarily cash and sales. 

INTERNAL CONTROL 

3.2 There are generally four sources of input to the sales ledger 
control account (and to individual sales ledger balances). These are: 

• sales invoices 

• receipts from debtors 

• credit notes 

• journal entries (e.g. bad debts write-offs). 

Each of these is considered in turn below. 

3.3 Control objective: Every debit entry (with the exception of 
authorised journal entries and cash refunds) on the sales ledger/ sales 
ledger control account represents a genuine sale. 

3.3.1 Possible errors under this heading are: 

• sales invoice relates to goods which were not ordered by the 
customer 

• sales invoice relates to goods which were not received by the 
customer 

• sales invoice incorrectly priced/cast/extended 

• sales invoice posted twice 

• sales invoice posted incorrectly 

• entry not supported by a sales invoice 

• fictitious sales invoice posted. 
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3.3.2 The possible errors outlined above fall into two groups: the 
production of an invalid invoice and an invalid posting. The controls 
which may be employed to prevent or detect the production of an 
invalid invoice include: 

• division of duties between ordering, despatch and invoice 
preparation 

• customer order/confirmation received for all orders 

• orders/confirmations independently checked against internally- 
produced sales orders 

• all despatches evidenced by (independent) driver of delivery 
vehicle or by customer’s receiving department 

• sales invoices independently checked against despatch notes 

• use of standard price lists/price master file 

• control over amendments to price lists/price master file 

• check on pricing of sales invoice and casts and extensions 

• issue of sales invoices restricted to authorised personnel. 

3.3.3 A control to check the validity of invoices should normally 
look to both customer orders and evidence of despatch. In businesses 
such as commodity broking where a sale is effectively completed by 
telephone, the documentation and validation of customer orders, for 
example by checking of counterparty confirmations, is of vital 
importance. 

3J.4 In general, the controls established by a company over the 
posting of sales invoices are biased towards ensuring completeness of 
processing, i.e. detecting understatement rather than overstatement. 
However, the controls which may be employed to prevent an invalid 
posting include: 

• division of duties between ordering, despatch, invoice preparation 
and ledger posting 

• batching of invoices prior to posting and comparison with value 
posted 

• serial numbering of sales invoices and rejection of any duplicated 
numbers 

• use of check digits on customer account codes 

• matching of cmtomer account code and customer name 

• details input matched with details already on file, e.g. sales order, 
despatch details and any mismatches rejected 

• validation checks on sales invoice, e.g. limit check on invoice value 

• cancellation of sales invoice after processing 

• one-for-one check on record of items posted back to sales invoice 
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• reconciliation of independently maintained sales ledger control 
account 

• statements regularly sent to customers 

• follow-up of overd ue debts by persons independent of cashiers and 
ledger posting functions 

• opening of new sales ledger accounts requires authorisation. 

3.4 Control objective: All valid claims by customers in respect of 
sales are accurately reflected in the sales ledger and sales ledger 
control account. 

3.4.1 Possible errors under this heading are: 

• credit note not issued for a valid claim 

• credit note not posted to the sales ledger 

• credit note inaccurately posted to the sales ledger. 

3.4.2 Credit notes may be issued for a number of reasons including 
the delivery of faulty or damaged goods, the wrong items or the 
wrong quantities, weight-loss in transit, pricing errors on invoices, or 
duplicated invoices. 

3.4.3 Where credit notes are only infrequently issued, review and 
compliance testing of internal controls will not be a cost-effective 
method of auditing in this area. 

3.4.4 Where credit notes are common, our first step will be to 
establish the reasons for their issue; if one cause is a high incidence of 
error in the preparation of sales invoices, we may need to review our 
assessment of control over that area. 

3.4.5 Where credit notes are in respect of goods returned, the 
relevant controls will be similar to those designed to ensure 
completeness of recording of purchases, and will centre on the 
procedures for checking and documenting receipts into the receiving 
department or warehouse. Controls might include: 

• returned goods checked for quality, quantity prior to 
acceptance/checked to customer’s advice note 

• goods returned notes prepared for all goods returned 

• goods returned notes pre-numbered 

• adequate supervision/segregation of duties within warehouse/ 
receiving department to prevent misappropriation of returned goods. 

3.4.6 In addition controls should exist to ensure that ail claims, 
whether in respect of goods returned or not, are processed and lesult 
either in a credit note which is posted to the sales ledger or in a 
refutation of the claim. The controls which may be established to 
ensure completeness and accuracy of processing include; 
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• customer claims logged/sequentially numbered on receipt 

• numerical sequence of goods returned notes checked / unprocessed 
items followed up 

• stages of processing of customer claims entered in register 

• sales credit notes independently checked/matched or attached to 
supporting documentation 

• authorisation required before customer claims can be rejected/ 
authorisation evidenced on goods returned note/customer 
claim/claims register 

• credit notes independently checked for arithmetical 
accuracy/evidence of check 

• credit notes serially numbered with check to ensure that all are 
accounted for 

• batching of credit notes prior to processing and comparison with 
value posted 

• use of check digit on customer account code 

• matching of customer account code and customer name 

• reconciliation of independently-maintained sales ledger control 
accQunt 

• statements regularly sent to customers 

• regular follow-up of overdue debts by persons independent of 
cashiers and ledger posting functions. 

3.5 Control objective: All receipts from customers in respect of 
sales are accurately recorded in the sales ledger. 

3.5.1 Possible errors under this heading are: 

• receipts are misappropriated 

• receipts are recorded in the wrong customer’s account 

• receipts are recorded in the sales ledger at the wrong value 

• receipts are posted to the wrong ledger. 

3.5.2 The primary aim of controls over receipts from debtors is to 
ensure that all cash received in settlement of debts is accurately 
recorded. Cash takings from cash sales fall outside the scope of this 
chapter and are covered in Chapter 19 on Income. The controls can 
be divided into those relating to completeness of recording and those 
relating to accuracy of recording. 

3.5.3 Since the loss or misappropriation of a cheque cannot be 
expected to leave any documentary trace, controls to ensure that all 
incoming cheques are recorded must be primarily organisational. In 
practice, it is essential that the opening of the post is not conducted by 
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one person alone and, where possible, a responsible member of staff 
should attend in a supervisory capacity. Other controls which may be 
established to ensure completeness of recording of receipts include: 

• immediate entry made in cash diary/details recorded of amount 
and drawer 

• independent check of cash diary to cash book/evidence of 
check/unmatched items followed up 

• all cheques received dated/crossed in favour of the company 

• personnel responsible for recording cheques received upon post¬ 
opening independent of cashier/sales ledger staff. 

3.5.4 The accuracy of recording of receipts is comparatively easy to 
control since the proper maintenance of a cash diary should ensure 
that all cheques logged as received are banked, and the performance 
of regular bank reconciliations (together with review and follow up of 
outstanding items) should ensure that any inaccuracies in the cash 
book are quickly identified. However it is also important that the 
amounts received are correctly allocated within the sales ledger. 
Typical controls over accuracy include: 

• remittance advices numbered on receipt 

• remittance advices checked against amount received /evidence of 
check 

• remittance advices coded prior to posting/independent check of 
account code/evidence of check 

• batching of remittance advices prior to posting and comparison 
with amount posted 

• use of check digits on customer account codes 

• matching of customer account code and customer name 

• one-for-one check on record ot items posted back to remittance 
advice 

• reconciliation of independently maintained sales ledger control 
account 

• follow-up of overdue debts by person independent of cashier and 
sales ledger personnel 

• authorisation to write off bad debts limited 

• statements regularly sent out to customers. 

3.6 Journal entries and ledger maintenance 
3.6.1 The control objectives, possible errors and controls relating to 
journal entries in the sales ledger correspond very closely with those 
relating to journal entries in the purchase ledger. There is a similar 
correspondence between controls over the maintenance of the sales 
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and purchase ledgers. 

3.6.2 Reference should therefore be made to paragraphs 3.14 and 
3.15 in Chapter 17. 

ANALYTICAL REVIEW 

3.7 Possible analytical procedures in relation to sales ledger debtors 
include the following: 

• review of sales ledger control account month by month and 
investigation of any major fluctuations or unusual entries 

• review of ratio of debtors to sales; this step may be refined by 
calculating and comparing the number of months’/days’ 
sales represented by each month-end sales ledger balances. 

3.8 Such analytical procedures are normally too crude to provide 
any significant positive assurance about genuineness of debtors at the 
required materiality level. We might for instance consider month-by¬ 
month fluctuations in total debtors of Rs 50,000 to be normal. If so, 
analytical review of the control account would give us no chance at all 
of detecting fictitious debts of, say Rs. 20,000, which may be a 
material amount. However in certain enterprises this may not be so. 
Examples are: 

• hire purchase or leasing companies where monthly sales and 
receipts may be reasonably predictable 

• wholesalers supplying customers on a regular basis and on strict 
settlement terms. 

3.9 In any event, such steps are worth performing simply because 
they improve our understanding of the influences which have shaped 
the balance sheet and help us better to direct our substantive testing. 

3.10 Analytical work on the bad debt provision (dealt with in 
section 6 below), such as the review of debtor age analyses at the year 
end and comparison with earlier and later age analyses, will also 
provide audit assurance as to the genuineness of debts. 

SUBSTANTIVE TESTS 

Direct confirmation and after date cash 

3.11 Our primary test is to verify individual sales ledger debtors 
either: 

• by circularising customers for written confirmation of outstanding 
balances or unpaid invoices; or 

• by checking evidence that the debt was settled after the year end. 

3.12 In order to obtain a satisfactory balance of audit evidence, we 
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usually adopt a combination of the two procedures, selecting some 
items for circularisation, and others for tracing post year end 
settlement of the debt. 

3.13 The extent to which we use each method will vary. Both 
procedures have their advantages and drawbacks. 

• A circularisation reply sent directly by a third party to an auditor is 
normally more reliable as audit evidence than evidence which has 
passed through or been generated by the client’s accounting 
system. On the other hand, the circularisation request will 
probably be dealt with by the customer’s brought ledger clerk who 
owes no duty of care to either the auditor or the client: this may 
reduce the persuasiveness of the reply as sound audit evidence. 
Moreover, we should consider whether the relationship between 
the client and the customer is so close as to negate the value of any 
reply as third party evidence. 

• Evidence of settlement of the debt (e.g. remittance advice note and 
entry on the bank statement) will confirm not only the amount of 
the debt but also its recoverability. On the other hand, it does not 
usually provide assurance that the invoice had been recorded in 
the correct accounting period and we may consequently have to 
rely on inspection of internally-generated despatch records to 
establish whether cut-off had been correctly carried out. 

• Wc need to satisfy ourselves that the cash receipt does in fact relate 
to the debt outstanding at the year end and not to some later or 
earlier transaction. This can sometimes be time consuming, if not 
quite impractical. 

• It may be impractical to veiify balances by tracing post year end 
remittances if the audit is carried out soon after the balance sheet 
date, or if a long settlement period is common. 

3.14 In selecting a representative sample for either direct 
confirmation or tracing evidence of post year end settlement, we 
might select individual unpaid invoices or whole balances. In practice 
it is normally easier to circularise balances than invoices. Selection of 
individual invoices for confirmation will be necessary if customers 
are unable to confirm balances. For example, most public bodies and 
many large customers will only confirm individual outstanding 
invoices and not balances. Where some customers can confirm 
balances and others cannot, the sample may consist of a mixture of 
balances and specific invoices. 

3.15 Guidance on standard circularisation procedures is given at 
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Appendix 17.1 to Chapter 17. For draft confirmation letters, 
reference may be made to Appendix D of the ‘Statement on Auditing 
Practices’issued by ICAl and reproduced in Appendix ‘B’. 

3.16 Circularisation should normally be carried out on year end 
balances; a circularisation at an earlier date will provide less audit 
assurance for the same audit effort. If the audit timetable forces an 
early circularisation: 

(i) the chosen date should be no more than two months before the 
year end 

(ii) the system of internal control should be strong enough to give us 
reasonable comfort regarding transactions between the 
circularisation date and the year end 

(iii) additional tests should be performed on debts arising between 
the circularisation date and the year end (as described in Appendix 
17.1) and special attention should be paid to cut-off at the year end. 

3.17 Other sales ledger tests 

3.17.1 We should check the listing of trade debtors, individually 
and in total, to the accounting records. This will involve; 

(i) checking the addition of the listing (including computer or 
machine produced lists) and agreeing (or reconciling) the total with 
the control account balance. Where more than one version of the 
control account exists, all versions be checked. In the case of 
computerised systems we should consider direct interrogation of the 
sales ledger 

(ii) checking a sample of balances from and to the ledger to confirm 
that we have a complete and accurate record of sales ledger balances on 
which to carry out our audit tests. Since subsequent work will involve 
investigation of numerous additional ledger balances it is suggested 
as a general guide (and assuming no errors are found) that the 
number checked should not exceed one-tenth of the balances on the 
sales ledger. Again, in computerised systems, we should consider 
direct interrogation of the sales ledger. 

3.17.2 We should examine a small selection of ledger accounts; 

• checking additions and balances forward for a number of months 
during the year 

• enquiring into any contra entries, round sum settlements or 
unpaid invoices 

• checking postings to source listings 

• checking authority for allowances and amounts written off. 

By carrying out this test we can derive assurance that no material mis- 
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Statement has arisen through clerical error and there are no apparent 
examples of teeming and lading. It therefore provides us with a 
general impression of how efficiently the sales ledger is maintained. 
Since the successful verification of year-end balances (by 
circularisation or alternative methods) indirectly confirms that the 
sales ledger has been properly maintained and therefore duplicates 
much of the assurance gained from these “houselceeping”checks,itis 
suggested that no more than ten and generally only four or five 
balances should be tested in this way. 

3.17.3 We might examine the control account for a number of 
months during the year checking postings to and from source listings, 
and enquiring into any entries which appear unusual. This test, 
taken with the results of the test in paragraph 3.17.1 above provides 
assurance that posting to the sales ledger have been complete and 
accurate. It is suggested, for reasons similar to those outlined in 
3.17.2 above, that only a few postings should be checked, perhaps for 
two or three months; scrutiny of the control account for unusual 
entries, if practical, should however extend to the whole year. 

3.17.4 We should scrutinise the debtors listing for any large credit 
balances and: 

• confirm that the credit balances have not arisen as a result of 
accounting errors (e.g. omission or misposting of invoices, 
misposting of cash receipts) 

• ensure that the amounts have been verified by direct confirmation 
or alternative procedures 

• check that the amounts have been correctly classified in the 
balance sheet. 

3.17.5 Tests should be carried out to confirm that foreign currency 
balances have been translated into the reporting currency at the 
appropriate exchange rate. 

3.17.6 Debit balances in the purchase ledger are dealt with in 
paragraph 3.27 of Chapter 17. 

3.18 Credit notes and adjustments 

3.18.1 We need to check that the balances outstanding at the year 
end have been properly adjusted for all credits due to customers such 
as returns, allowances, rebates and discounts. 

3.18.2 We should review credit notes issued after the year end and 
consider whether any provision should be made for these at the 
balance sheet date. 
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3.183 Where practical, we should enquire into debtor balances 
cleared by journal entries after the year end. 

3.18.4 We should also consider the possibility of claims against the 
client for which credit has not been given at the time of the audit. We 
will need to ask whether there are any such claims and to review 
customer correspondence files or any other available record of 
customer queries. 

3.18.5 Where material, we should check the cut-off for credit notes 
and returns. 

3.18.6 Where the company allows settlement discounts, we should 
consider the need for a provision. 

3.18.7 Similarly, where the client gives an allowance or rebate to 
customers based on the volume of sales to them in a period, we should 
check that provisions have been made for such rebates and should 
check the bases of the calculations with sales contracts, and the 
calculations themselves. 

Bills of exchange 

3.19 We should verify the client’s title to bills of exchange 
receivable. Where they are neld by banks for collection or safe 
custody, we should ask for a certificate at the year end confirming 
that the bills are held free from any lien or charge. Where they are 
held by the client we should inspect them, ensuring that they have 
been accepted by the customer, are not yet due for presentation, and 
are otherwise in order. We should also check that bills that have 
matured after the year end have been honoured, tracing proceeds to 
the cash book and bank statements. 


Cut-off 

3.20 We should review the results of cut-off tests. Sales cut-off 
errors occur when pre year end sales are included in the ‘new’ year or 
where post year end sales are included in the ‘old’ year. Because the 
delivery of goods is frequently considered to be the event which 
determines the date of sale, it is normally convenient to deal w ith sales 
cut-off as part of the audit of stock (discussed in Chapter 18). 

Review of work on income 

3.21 We should also review the results of our audit work on income 
to determine whether any understatement of income indicates 
a corresponding understatement of debtors. 
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4 OBJECTIVE; Prepayments and accrued income are fairly 
allocated to the correct periods 

4.1 It is unlikely that reliance will be placed upon internal control in 
the case of this audit objective, unless exceptionally the enterprise’s 
income consists largely of rents or interest and controlsare in place to 
account for this income as it accrues rather than as it falls due for 
payment. 

4.2 Prepayments and income accruals are normally tested both for 
understatement and for overstatement. We should not therefore 
restrict our attention to large amounts but should also consider the 
possibility that small items may be materially understated. 

4.3 Analytical procedures may provide a degree of audit assurance 
over this objective and may include the following procedures: 

• comparing prepayments and accrued income with the 
corresponding amounts for the previous year and investigating 
any anomalies. 

• reviewing lists of expenses for material items where a prepayment 
might be expected (e.g,, insurance, rents, rates, advertising) and 
making further investigations as necessary. 

4.4 Substantive tests on prepayments and accrued income will 
normally involve verification of individual amounts on a sample 
basis by reference to the expense invoices or other relevant 
documentation. 

5 OBJECTIVE: Other debtors represent genuine amounts 
due to the company 

5.1 It will not normally be economic to place reliance upon internal 
control in relation to this audit objective unless, exceptionally, the 
number of, say, loans is very large. An example might be the service 
company of a large group which handled all season ticket loans 
centrally. 

5.2 Analytical procedures in this area will generally be limited to 
comparison of the list of other debtors with corresponding details for 
the previous year and investigation of any apparent anomalies. 

5.3 Other debtors, if material, should be confirmed substantively, 
either by checking receipt of cash after the year end or by obtaining a 
certificate from the debtor if this is cost-effective. Small items such as 
staff loans may be confirmed on a sample basis, but any individual 
mateial amounts should be verified separately; we should also 
confirm that the debtor is still employed by the client. Where it is 
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impractical or impossible to obtain a certificate in support of a debt, 
the amount may be confirmed by examining the originating 
documentation (e.g. signed receipt for loan, correspondence for fixed 
asset sales). 

5.4 Amounts due as grants receivable from the Government or 
other bodies should be verified by reference to claims lodged and 
subsequent receipts. The bases and calculations of claims should be 
checked. A special programme of work may be necessary where we 
are asked to report on the claim itself. 

6 OBJECTIVE: Adequate, but not excessive, provisions have been 
made to ensure that debtors and prepayments are not stated at 
amounts above those for which the company may reasonably be 
expected to receive value 

6.1 This audit objective relates to all the classes of debtors covered 
under the preceding audit objectives and not just sales ledger debtors. 
However, because they are normally the most significant items in 
debtors, the majority of the steps below are framed in terms of sales 
ledger debtors. 

6.2 Under certain types of financing arrangements the company 
may retain a credit risk for sales debtors which are not included in its 
balance sheet. For e.xample, where the company receives payments 
for its sales from a finance company, it may be required to make 
repayment in the event that a debt cannot be collected from the 
ultimate customer. Another example is where a trade debt has been 
discharged by the customer’s acceptance of a bill of exchange which, 
in turn, been discounted with a bank. We should ensure that such 
“debts” are brought within the scope of our work under this objective. 
63 “Provisions” are likely to constitute mainly provisions for 
doubtful debts; provisions in respect of allowances for goods returned 
by customers and other customer claims are covered in section 3 
above, although they might equally have been covered under this 
objective. 

6.4 Because the bad debt provision is a credit against debtors and 
also a charge in the profit and loss account, we test the bad debt 
provision for both understatement and overstatement, i.e. the 
provision must be adequate but not excessive. 

6.5 In determining the extent of our detailed testing we should 
consider the potential loss which the client may suffer from debts 
becoming irrecoverable. In particular, if debts are insured, then the 
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maximum potential loss is the uninsured portion of the debt and it 
may be that the potential loss is immaterial: in such cases nodetailed 
substantive testing may be required. In arriving at our decision we 
should review the terms and conditions of the insurance and confirm 
that the client has complied with all such terms and conditions. 

INTERNAL CONTROL 

6.6 Our assessment of the provision for bad and doubtful debts will 
often be based principally upon substantive work on year-end 
balances, and little audit reliance will be placed upon internal control. 
We would nevertheless review the system and familiarise ourselves 
with the credit controls in place, since this will help us to anticipate 
problems and to judge the client's assessments in making provisions. 

6.7 However, in certain circumstances, we may wish to rely on 
internal control. For example: 

• the timing of the final stage of the audit may not allow a full 
programme of substantive testing (in particular, tests on after-date 
cash receipts) to be undertaken. 

•» the sales ledger may consist of a very large number of accounts 
which are individually immaterial. 

• controls established in relation to this objective may be 
particularly strong, for example where there is a credit control 
department, totally independent of the sales department. 

6.8 Control objective: Sales are not made to bad credit risks. 

6.8.1 Possible errors under this heading are: 

• sales made to customers who are unable to pay 

• sales made to customers who are unwilling to pay. 

6.8.2 The internal controls which may be established to prevent 
such errors include; 

• opening of new accounts authorised 

• credit rating of all new prospective customers checked 

• credit limits assigned to all customers 

• credit limits periodically reviewed 

• authorisation required to amend credit limits 

• goods not despatched where the sale would result in the credit limit 
being exceeded 

• use of stop list 

• investigation of existing queries before further goods are sent to 
the same customer. 



DEBTORS, PREPAYMENTS AND ACCRUED INCOME 


541 


6.9 Control objective: Debts are collected in good time. 

6.9.1 Possible errors under this heading are: 

• debts allowed to become overdue 

• overdue debts not followed up. 

6.9.2 The internal controls which a company may institute to 
prevent such errors arising include: 

• statements sent regularly to customers 

• reminder letters sent if money still not received 

• use of debt-collection agencies/legal process 

• regular production of aged-listing and follow-up of overdue items 

• credit control function independent of cashiers and ledger posting 
functions. 

6.10 Control objective; Potential bad debts are identified and 
adequate, but not excessive. Provision is made. 

6.10.1 Possible errors under this heading are: 

• potential bad debts not identified 

• adequate provision not made 

• excessive provision made. 

6.10.2 The internal controls which may be established to prevent 
such errors include: 

• regular production of aged-listing 

• aged-listing reviewed by a responsible official 

• correspondence files reviewed by responsible official 

• bad debt provision approved by a responsible official. 

ANALYTICAL REVIEW 

6.11 There are two basic considerations involved in deciding 
whether a provision is required against any particular debt. The first 
is the incidence and likelihood of bad debts generally among debts 
cf the same kind, The second is the specific information available 
concerning the debt in question. Analytical procedures which address 
the first point include: 

• comparison of control account balance month by month with 
notes on evaluations of trends and variations from the trend 

• calculation of number of days’ sales in debtors with notes of 
explanations for fluctuations from previous periods 

• calculation of proportion of debts written off in relation to 
turnover and comparison with the corresponding calculation for 
previous periods 
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• comparison of movements on the bad debt provision with 
previous period’s movements 

• comparison of proportions of debts over certain ages with the 
corresponding figures for earlier periods. 

6.12 Such analytical procedures will give us an indication of 
whether the bad debt provision is, on the face of it, too low or too 
high, and the emphasis of our substantive testing should be planned 
accordingly. 

6.13 The analytical procedure used to isolate specific doubtful 
debts is a review of the age-analyses of debts prepared by the client. 

6.14 We are looking not only for items which were overdue at the 
year end but also for items which subsequently become overdue. The 
age-analyses used therefore should be the most recently available as 
well as those at the balance sheet date. 

6.15 We should check that the analyses have been accurately 
prepared. This can be done either by using an enquiry programme 
(which will reperform the analysis) or manually on a sample of 
balances. We should also check that the listings are complete by 
reconciling totals to control accounts. 

6.16 Having isolated doubtful debts, we should carry out the test 
described in paragraphs 6.17 to 6.20 below. 

SUBSTANTIVE TESTING 

6.17 Where no reliable aged listing is available, the principal 
substantive test for recoverability will be the checking of cash receipts 
after the year end. The existence of a reliable, recent aged listing will 
enable us to restrict the scope of this work since uncleared and 
therefore doubtful debts will already be highlighted by the listing for 
further investigation. Unless the number of debts is very large and 
there is no aged listing it will normally be inappropriate to draw a 
representative sample for bad debt work. The items which we wish to 
investigate will generally be those over a certain size and/or age. 

6.18 Having selected certain items for testing, we should ascertain 
whether the debt has since been settled, tracing receipts to remittance 
advices. If payment has not been received, we should seek such 
evidence as is available to enable us to form an opinion as to whether, 
and if so how much, provision is required. For example, we should 
review customer correspondence files and correspondence with debt 
collection agencies and solicitors. The debts should be discussed with 
responsible officials and their views should be recorded. For major 
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debts, we should ask for a recent credit rating or financial statements. 

6.19 Our own assessment of the recoverability of each debt examined 
should be recorded. 

6.20 We should consider the need to obtain written confirmation of 
management representations on specific material debts. 

6.21 We should also review individual items for which provision 
has been made to check that the provision is not excessive, checking 
that the amounts have not been settled, reviewing correspondence 
and discussing the items with responsible officials. Again, our own 
assessment of the recoverability of the debt must be recorded. 

Genera! provisions 

6.22 We should check the calculations of any general provisions 
and check the bases u.sed for consistency with previous years. Our 
assessment of the adequacy or otherwi.se of these general provisions 
will be based on procedures already discussed above, namely our 
familiarity with the credit control system, analytical procedures and 
work on specific debts, and on: 

• a review of the client’s history of general debt provisions and their 
utilisation 

• discussion with responsible officials. 

Other types of debts 

6.23 We should ensure that our doubtful debt review extends to all 
debtors, prepayments and accrued income. Some additional 
considerations, applicable to particular types of debt, are set out 
below: 

• Bills receivable: Were any bills dishonoured when the due dates 
arrived? Were any renewed for a further term? Do any bills relate 
to customers whose sales ledger balances are doubtful debts? 

• Accrued income: Have these items been subsequently invoiced 
and paid? 

• Loans or advances: Were any repayments late? Are they still 
overdue? What security does the client hold? Are employee 
borrowers still in the company’s employ? 

• Advances to suppliers: Have the goods now arrived? Does the 
client hold any security or performance bond? 
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7 OBJECTIVE: Debtors, prepayments and accrued income are 
presented in compliance with the requirements of the Companies Act 
and accounting standards 

7.1 We should ensure that the presentation of items included in 
debtors, prepayments and accrued income complies with the 
Companies Act and with accounting standards. 

7.2 We should ensure that the analysis of items for disclosure under 
particular balance sheet headings is consistent with previous years. 

7.3 If there are included in debtors any amounts for which cash will 
not be received for more than one year after the balance sheet date, 
these amounts require separate disclosure in the notes to the 
accounts. Such amounts will in most businesses have resulted from 
unusual transactions and should therefore be relatively easy to 
extract and verify. However, in a business where deferred settlement 
of trade debts is common, it may be necessary to draft a separate 
audit programme designed to verify the analysis of trade debtors by 
settlement date. Such a programme might include an extension of the 
normal circularisation procedure requesting confirmation of 
settlement terms. 

7.4 Certain financing practices such as the discounting of bills 
receivable or the factoring of trade debts may require disclosure in the 
accounts because they lead to contingent liabilities or charges on 
assets. Particular care should be taken to follow up such cases and to 
ensure adequate disclosure. 

PROGRAMME CHECKLIST 

SALES LEDGER DEBTORS REPRESENT GENUINE DEBTS 
DUE TO THE COMPANY 

Paragraphs 

• Circularise customers 3.11-3.16 

• Verify debts by reference to cash received 

%ince year end 3.11-3.16 

• Check accuracy and completeness of debtors' listing 3.17.1 

• Check book-keeping in .small sample of ledger accounts 3.17.2 

• Check postings and enquire into unusual entries in the 

control account 3.17.3 

• Verify nature, amount and classification of credit balances 3.17.4 

• Check translation of foreign currency balances 3.17.5 

• Review post year end credit notes 3.18.2 
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• Enquire into debtor balances cleared by journal entries 

after the year end 3.18.3 

• Consider unprovided claims, enquire and review 

correspondence 3.18.4 

• Check credit note cut-off, if material 3.18.5 

• Consider provision for settlement discounts 3.18.6 

• Consider adequacy and check bases and calculations of 

provisions for rebates 3.18.7 

• Verify existence and title to bills receivable, trace proceeds 3.19 

• Consider whether results of work on cut-off affects debtors 3.20 

• Review audit work on income 3.21 

PREPAYMENTS AND ACCRUED INCOME ARE FAIRLY 
ALLOCATED TO THE CORRECT PERIODS 

• Review for anomalies 4.3 

• Verify by reference to invoices, etc. 4.2, 4.4 

OTHER DEBTORS REPRESENT GENUINE AMOUNTS DUE 
TO THE COMPANY 

• Check cash receipts or obtain certificates 5.3 

• Check bases and calculations of claims for grants 

and trace receipts 5.4 

ADEQUATE, BUT NOT EXCESSIVE, PROVISIONS HAVE 
BEEN MADE TO ENSURE THAT DEBTORS AND 
PREPAYMENTS ARE NOT STATED AT AMOUNTS ABOVE 
THOSE FOR WHICH THE COMPANY MAY REASONABLY 


BE EXPECTED TO RECEIVE VALUE 

• Check compliance with insurance terms and conditions 6.5 

• Analytical review to evaluate overall risk 6.11. 6.12 

• Check accuracy and completeness of age-analv.ses 6.15 

• Check post year end receipts, discuss debts, 

review correspondence, latest ratings, accounts etc. 6.18 

• Record assessment of each debt 6.19 

• Consider need for written representations 6.20 

• Review items provided to ensure provision is required 6.21 

• Verify adequacy of any general provision for bad debts 6.22 

• Review work on credit notes and adjustments 3.18, 6.3 

• Check that all debtors have been covered by review 

(see specific examples) 6.23 
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DEBTORS, PREPAYMENTS AND ACCRUED INCOME ARE 
PRESENTED IN COMPLIANCE WITH THE REQUIREMENTS 
OF THE COMPANIES ACT AND ACCOUNTING 


STANDARDS 

• Verify disclosure 7.1 

• Check consistency of classification 7.2 

• Check analysis by settlement date 7.3 

• Ensure disclosure of charges and contingencies 7.4 
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1 INTRODUCTION 

1.1 This chapter deals with both tangible and intangible fixed 
assets. Tangible assets include, for example, land and buildings, plant 
and machinery (including motor vehicles), fixtures and fittings and 
investment properties. Intangible fixed assets include goodwill, 
deferred expenditure (such as development costs), royalties, patents, 
copyrights, trademarks, licences, franchises and concessions. 

1.2 The emphasis of our work will vary with the nature of the fixed 
assets. The audit of intangible fixed assets may require a greater 
degree of judgement than is required for tangible fixed assets. In an 
industry subject to rapid technological improvement the estimation 
of useful economic life and the allocation of depreciation presents 
greater difficulties than in an industry not so exposed. Where the 
assets are geographically dispersed, there will be a need for extra care 
in planning and co-ordinating our tests: adequately detailed 
instructions may have to be prepared for staff in other offices. 

\3 Asa general rule, although continuing production output from, 
or expenditure on, an asset provides evidence of the continuing 
existence of that asset, we need to supplement this by direct evidence 
as to its continuing ownership. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) The stated amounts represent all and only existing assets which 
are intended for use on a continuing basis in the company's activities, 
and to which the company has good title 

(ii) Tangible and intangible fixed assets are valued on appropriate 
bases consistent with prior years 

(iii) The balance of accumulated depreciation at the accounting 
date and the charge for depreciation for the year are reasonable 
having regard to the cost or valuation of each asset and its expected 
useful life and residual value 

(iv) The company’s contracted and authorised capital expenditure 
are correctly stated in the Notes to the Accounts 

(v) Tangible and intangible fixed assets are presented in accordance 
with the requirements of the Companies Act and accounting 
standards. 

These are dealt with in turn below. 
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3 OBJECTIVE: The stated amounts represent all and only existing 
assets which are intended for use on a continuing basis in the 
company's activities, and to which the company has good title 

3.1 The main emphasis of the audit work in this section is the testing 
for overstatement of fixed assets at the year end. However, we do 
carry out certain tests for understatement: 

• checking that a sample of assets inspected are included in the 
balance sheet 

• reviewing specific expenditure headings such as repairs, renewals 
and maintenance to ensure that they do not include material items 
of capital expenditure 

• reviewing rental and hire expenditure accounts to ensure that all 
finance leases have been capitalised 

• checking that the replacements for major items disposed of have 
been included in the balance sheet. 

INTERNAL CONTROL 

3.2 Control objective: Assets are adequately safeguarded. 

3.2.1 Possible errors under this heading are: 

• fixed assets misappropriated 

• unauthorised sale or scrapping of fixed assets 

• fixed assets used as unauthorised collateral. 

3.2.2 Controls to ensure assets are adequately safeguarded include: 

• all documents of title held in a secure place with controls over 
removal and replacement 

• regular review of security arrangements e.g. protection of 
premises, computer security 

• all assets leaving the premises checked with documentation 
authorising their removal 

• sales or scrappings require prior authorisation 

• regular review of insurance cover requirements. 

33 Control objective: All movements in fixed assets are accurately 
recorded. 

33.1 Possible errors under this heading are: 

• fixed asset additions incorrectly written off 

• internal costs of construction and installation written off 

• repairs and other revenue items capitalised 

• additions not recorded in plant register 

• disposals and scrappings not removed from plant register 
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• items incorrectly recorded as disposals 

• hired assets recorded as company property. 

3 J.2 Controls to ensure that fixed assets movements are accurately 
recorded include: 

• documented capitalisation policies (see paragraph 7.2) 

• fixed asset register maintained and reconciled to results of regular 
inspection of fixed assets and to nominal ledger; all discrepancies 
investigated 

• separate registers maintained of hired assets (or these are clearly 
identified in the fixed asset register) 

• additions to fixed asset register checked by responsible official 

• written authorisation for scrapping/disposal of fixed assets, 
particularly where assets are disposed of to directors, staff or other 
related parties. Such transactions should be separately identified 

• disposal budgets, particularly in capital-intensive industries; and 

• continuity checks over fixed asset disposal forms. 

SUBSTANTIVE TESTS 
Land and Buildings 

3.4 The task of verification of title is discussed in some details 
below. In addition, the following procedures are suggested: 

• inspect properties and relate them to the plan contained in the title 
deeds 

• consider whether any changes in income or expenditure indicate a 
change in the composition of land and buildings in the accounts 

• verify acquisitions and disposals of land and buildings with 
Minute Books and other available evidence such as solicitors* 
letters or contracts. Any changes must be noted 

• check that all decisions to make acquisitions or disposals during 
the year recorded in Board or Operating Committee Minutes are 
reflected in the accounting records. 

3.5 Verification of title in a strict sense needs to be carried out by a 
solicitor but for the normal purposes of an audit we need establish 
prima facie evidence only that title is good. Outlined below apply to 
England and Wales only—for property situated eslewhere it is 
necessary to modify them as appropriate. 

3.6 In the case of registered land, where the client holds the land 
certificate we should inspect the certificate and; 

• check whether it is an original certificate or an office copy 
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• ensure that the client's name appears as the registered owner of the 
property 

• ensure that the description of the property agrees with the client's 
records 

• note any restrictions on the client's power to deal with the land 

• note any charges etc. on the property and ensure that the nature of 
any security is disclosed in the financial statements 

• obtain explanations for any entries made in the register since the 
property was acquired and consider the effect of such entries; and 

• note the date when the certificate was last agreed with the Land 
Registry. If the client's certificate is very out-of-date or if land is 
material in the context of the company's assets, consider asking 
the client to obtain an up-to-date copy of the certificate from the 
Registry. 

3.7 If registered land is mortgaged, we should ask the client to write to 
the mortgagee requesting him to confirm to ourselves: 

(i) that he holds the charge certificate for the property 

(ii) that the client's name appears on the certificate as the registered 
owner of the property 

(iii) details of the charge 

(iv) the amount of the loan outstanding at the year-end. 

3.8 In the case of a freehold interest in unregistered land where the 
client holds the title deeds, the following steps should be carried out: 

• check that the deeds are original documents, not copies 

• ensure that the final conveyance is to the client, that it has been 
signed and sealed by the vendor and that it has been witnessed by a 
third party 

• agree the description of the property in the title deeds to the client's 
records 

• check that there is a good root of title to the property. There 
should be a sequence of transactions, starting with a conveyance of 
sale in which an unbroken chain of owners down to the client can 
be traced 

• check that mortgages which no longer affect the property have 
been properly discharged: this is normally evidenced by a receipt, 
endorsed on the mortgage deed, which acknowledges the 
repayment of the loan. 

3.9 In the case of a leasehold interest in unregistered land where the 
client holds the docuipents of title, the following steps should be 
carried out, depending on the form of the lease: 
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• Assignments —check documentation in relation to any 
assignments: is there a complete and unbroken “chain" of 
transactions evident from the documents, identifying the 
assignor/assignee in every case? Similarly, is there clear 
identification of the property itself at each such stage? Are the 
individual documents themselves properly executed, witnessed 
etc.? 

• Other leases —check specifically that the description and other 
details of the property contained in the lease granted direct to our 
client agrees with those shown in the client's own records. 

3.10 Where the title deeds are held by an independent third party 
such as a bank, solicitor, insurance company or building society, it is 
normally sufficient to obtain a certificate from the third party, 
provided we are satisfied with the status of that third party (see 
paragraph 3.12 below). The standard bank letter (discussed at 
Chapter 22) contains a request for details of deeds held; a suggested 
form of letter to other third parties is set out at Table 21.1. 

Table 21.1—Specimen letter to third party holding title deeds 

Dear Sirs 

In connection wrh our audit of the Hnancial statements of the above named company 

for the year ended.we should be obliged if you could provide us with the 

following information: 

1 Details of all properties in respect of which you hold title deeds on behalf of the 
company. In particular, please specify the nature of the title and provide a 
description of the property. Please also state whether the deeds you hold are in the 
name of the above mentioned company. 

2 Details of all mortgages, charges or other liens secured upon any of the properties 
to which you hold the title deeds. 

3 The purpose or purposes for which you hold those title deeds. 

Yours faithfully 


3.11 If the reply is couched in unsatisfactory terms, such as “... an 
envelope purporting to contain ..we should arrange to inspect the 
deeds in person. In future years a request for confirmation that the 
deeds e^mined have not been withdrawn from the depository 
during that year is enough. If they have, a further inspection will be 
necessary. 

3.12 If deeds are held by a third party and doubt exists as to the 
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status of that party, we should seek to inspect the deeds ourselves. We 
should also advise the client to make alternative arrangements for 
their safekeeping. 

3.13 In the case of registered land, an alternative to inspecting the 
title deeds is to obtain an “office copy” of the certificate from the 
Land Registry. Authority must be obtained from the client and this 
must be evidenced in writing by the client or his solicitor. 
Applications should specify a “complete set of office copies” and state 
the title number. If this is not known the application should state 
“Please supply the title number” and describe the property. A 
nominal fee is payable and must be submitted with the application. 

3.14 Occasionally, when dealing with groups of companies, and 
usually as a result of a rc-organisation of activities, the deeds will be in 
the name of one company, while the beneficialinterest in the property 
has been transferred to another company in the group which carries 
the asset in its books. In such cases we must see written 
acknowledgement by the first company that the deeds are held by it 
merely as nominee for the second company. Such informal 
verification is acceptable only where there is no indication of any 
likely future change in the relationship between the two companies 
concerned. 

Plant and machinery, fixtures and fittings, tool and equipment 

3.15 The following procedures are suggested: 

• make a physical inspection of a sample of recorded items of plant 
and equipment, fixtures, fittings, tools and equipment, and motor 
vehicles. Indicate the source of selection (e.g. plant register. 
Permanent Notes), and check that this source has been reconciled 
with the nominal ledger 

• note a selection of observed items of plant and equipment, 
fixtures, fittings, tools and equipment and motor vehicles and 
trace back to asset records, ensuring that these have been 
reconciled with the nominal ledger 

• review specific expenditure headings such as repairs, renewals and 
maintenance for items of a capital nature 

• consider whether the list of disposals is complete: 

(i) review additions, for items likely to have replaced existing 
equipment 

(ii) enquire from a responsible production official what items 
were disposed of during the year or scrapped and retained for 
spares 
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• ensure that, if material assets intended to be disposed of without 
replacement are reclassified as current assets and stated at the 
lower of historical cost net book and net realisable value 

• confirm that no plant held on operating lease has been included in 
fixed assets 

• for the sample of motor vehicles selected for physical inspection, 
also inspect the registration documents ensuring that each is 
registered in the name of the company 

• review rental and hire expenditure accounts for assets held on 
finance leases requiring capitalisation; and 

• review Board and Operating Committee Minutes for evidence of 
additions and disposals. 

3.16 It should be noted that, when sampling, our selection of items 
will be influenced by the net book values of the assets (i.e. net of 
depreciation) rather than their cost or earlier valuation. 

Ships and aircraft 

3.17 The continuing existence of ships and aircraft can be inferred 
from evidence of continuing income from and expenditure on the 
specific assets. Where the ship or aircraft is registered overseas, a 
degree of comfort as to the ownership can be obtained by the 
confirmation of extracts from the register from the relevant embassy 
or consulate, although such confirmation may be qualified by 
caveats. 

Assets in the course of construction 

3.18 Depending upon the type nf asset under construction, we 
should: 

• obtain a certificate of the state of the asset from an independent 
professional such as an architect, engineer or surveyor 

• inspect the asset at the year-end 

• inspect supporting documentation such as invoices and claim 
submitted for progress payments. 

Intangible assets 

3.19 The following steps are suggested: 

• examine patents, licensing agreements, written assignments or 
other documentary evidence 

• examine certificates of registration and renewal for patents and 
trademarks 
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• where the net book values are significant, consider the need to 
obtain confirmation from the appropriBite third party (e.g. patent 
agent, licensing authority) 

• check that the terms imposed on the client by agreements have 
been complied with 

• check the existence of purchased goodwill to purchase 
agreements; and 

• review minutes for evidence of additions and disposals. 

3.20 It is important that the programme of work is tailored to the 
specific circumstances of the client and, for this purpose, copies of 
important agreements, certificates, etc., should be maintained in our 
permanent notes together with synopses of the salient features. 

4 OBJECTIVE: Tangible and intangible fixed assets are valued 
on appropriate bases consistent with prior years 

4.1 The paragraphs that follow deal with our procedures for 
assessing whether the amounts of cost or valuation of fixed assets 
disclosed in the accounts are arrived at properly. Depreciation and 
net book value are discussed in section 5 below. 

4.2 Our work will be directed only at additions, disposals and 
revaluations during the year since the opening figures for cost or 
valuation will have been audited in the previous year and, unless the 
report was qualified in this respect, we may rea.sonably assume that 
they are fairly stated. 

INTERNAL CONTROL 

43 Much of the discussion of internal control in section 3 above 
will be relevant to this audit objective; there are rarely any controls 
over the correct recording of the costs of fixed assets that do not also 
relate to the ownership or existence of the assets. The controls noted 
in section 3 above are not repeated here. 

4.4 Control objective: Movements in fixed assets are accurately 
recorded. 

4.4.1 Possible errors under this heading are: 

• additions recorded at wrong value 

• disposals removed from the records at the wrong value. 

4.4.2 Internal controls over additions may include: 

• invoices checked on posting to the nominal ledger 

• invoices checked on posting to the fixed asset register 

• plant register reconciled with nominal ledger 
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• independent checks of casts and extensions on invoices. 

44.3 Internal control over disposals may include: 

• documentation checked by a responsible official 

• independent check of calculation of profit/loss on disposal. 

SUBSTANTIVE TESTS 

4.5 The following steps are suggested: 

• check brought forward amounts against Permanent Notes or 
previous year's audit file 

• verify a sample of additions with invoices, contracts, etc. 

• in respect of a sample of the additions selected above vouch further 
with appropriate authority for acquisition, such as minutes or 
capital expenditure budgets 

• check that as.sets qualifying for government and other grants are 
separately identified and that the grants are properly accounted 
for 

• agree details of additions to the grant application and related 
documentation. Where a client claims a grant, we are usually 
asked to produce an independent accountant’s report on the 
expenditure incurred, in support of the claim 

• verify the proceeds of a sample of disposals and test a sample of 
items to the cash book and sales invoices, or with the purchase 
invoice of the replacement asset (e.g. motor vehicles traded in), 
plant register, authorities, etc. 

• for each item in the sample of disposals, agree the net book value 
at the date of sale and check the calculation of the profit or loss on 
the disposal 

• in respect of assets disposed of which originally qualified for a 
grant, consider whether there is a liability to repay any of the grant 

• note additions from and disposals to directors and related parties 
and consider the need for specific disclosure 

• review actual and budgeted disposals (where disposal budgets are 
prepared) 

• if expenditure has been capitalised in the year check that the basis 
is reasonable and consistent. Consider: 

(i) whether the policy is justifiable in terms of the recoverability of 
the expenditure 

(ii) whether deferred development expenditure relates to specific 
projects 

(iii) whether delays in completion threaten the success of the project 
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as a result of either the operation of penalty clauses or the 
earlier introduction of competing products 

(iv) the sensitivity of projections to running over budget 

(v) whether capitalised interest is genuinely specific to a project or 
relates to the financing of general operating requirements; and 

(vi) internal profits in inter-departmental transfers to ensure that 
these are eliminated on consolidation. 

Revaluations 

4.6 Land and buildings are often included in the balance sheet at a 
valuation rather than cost. Revaluation of fixed assets other than 
property is relatively rare but the audit work involved is no different. 

4.7 The scope of our work depends upon the technical 
qualifications, reputation, experience and independence of the 
valuer. The following procedures arc suggested where revaluation 
has taken place in the year: 

• obtain a copy of the valuation, including a note of the basis 
adopted and assumptions, and place on the permanent notes 

• check that the information supplied to the valuer (e.g. rents 
receivable, review dates) is reasonable and is consistent with that 
used in preparing the accounts 

• ensure that the basis adopted and assumptions made are 
consistent with those used in preparing the accounts and with 
those used in previous years, where relevant (e.g. an annual 
revaluation) 

• assess the overall reasonableness of the valuation, if possible 

• ensure that the valuer’s consent to publication is obtained 

• check that thearnountofthe valuation is correctly incorporated in 
the accounts, and that revaluation surpluses are properly 
accounted for. 

4.8 Where the revaluation is one made in a previous year we should 
check that the amount has been brought forward correctly. (See also 
paragraph 5.6 (iv) below.) 

5 OBJECTIVE: The balance of accumulated deprecfaition at the 
accounting date and the •charge for depreciation for the year are 
reasonable having regard to the cost or valuation of each asset and its 
expected useful life and residual value 

5.1 Although our work will include checking calculations of 
depreciation, the emphasis in this section is on reviewing the figures 
to ensure that net balances carried forward fairly reflect a prudent 
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view of future recoverability of costs or values attributed to fixed 
assets. 

5.2 Many clients, especially where they have few formalised 
procedures in respect of fixed assets, calculate depreciation on a total 
basis for each category of asset. For most clients it will be sufficient to 
adopt a similar global approach to checking those calculations. We 
may also undertake a comparison of the ratio of expenditure on 
repairs and maintenance to the value of fixed assets to check that this 
remains constant. 11 it fluctuates we should consider the impact on 
useful lives and depreciation provisions. It may be necessary to have 
some method of equalising repair and depreciation charges for assets 
such as a haulage fleet where parts have differing useful lives. 

INTERNAL CONTROL 

53 Control objective: Assets are correctly depr-^ciated. 

5.3.1 Possible errors under this heading are: 

• assets not depreciated 

• depreciation miscalculated 

• inaccurate estimates made of asset life/residual value 

• depreciation based on wrong costs 

• depreciation charged on fully written down assets. 

5.4 The following controls should be considered: 

• regular physical inspections to note condition and use of assets 

• controls to prevent the over-depreciation of fully depreciated 
assets 

• regular re-appraisal by technical staff of useful lives of assets 

• regular review of usage or wear and assessment of effect on asset 
life. 

ANALYTICAL REVIEW 

5.5 Analytical procedures which should be considered include: 

• checking that the charge for the year is reasonable in relation to the 
stated policies, previous years and the gross book value of fixed 
assets; and 

• reviewing the levels of profits and losses on disposal and the 
number of fully depreciated assets still in use to assess the 
adequacy of depreciation rates and residual values. 

SUBSTANTIVE TESTS 

5.6 The following procedures are suggested: 
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(1) Obtain or prepare a statement of the depreciation charged for the 
year by asset category; 

(a) Consider whether the depreciation policies adopted are 
reasonable and consistent, taking into account: 

(i) history of profits/losses on disposals 

(ii) fully depreciated assets still in use 

(iii) replacement policy 

(iv) technological changes. 

(b) Compare rates with those laid down and enquire into any 
difference. 

(c) Test calculations (see 5.2 above). 

(2) Consider if individual assets require special depreciation; 

• equipment no longer in regular use 

• plant used on loss-making products 

• fall in demand for particular products or change in product lines 

• useful lives affected by obsolescence, abnormal usage, physical 
deterioration, changes in industry standards. 

(3) Where lease premiums are capitalised, consider whether part (or 
all) of the premium should be written off over the period to the 
next review. 

(4) Where accounts incorporate valuations arrived at in previous 
years, consider asking the directors to obtain a letter of comfort 
from the valuers starting whether or not, in their opinion, their 
professional valuations remain substantially valid. 

Intangibles 

5.7 We must understand the accounting policies adopted in relation 
to these assets and note the details in the permanent notes file. This 
will enable us to ensure consistency of treatmerJt both from period to 
period and between similar types of intangible asset. 

5.8 The amortisation policy and the amounts at which these assets 
are stated in the balance sheet should be reviewed. The key 
considerations are the same for all types of intangible asset: 

• whether the asset will generate sufficient future revenues to justify 
its carrying value 

• over what period the carrying value should be amortised. 

5.9 The following procedures are suggested: 

(i) Review of management plans and marketing forecasts. We 
should attempt to assess these for accuracy, ensuring that sales 
forecasts are attainable and that the necessary finance (whether from 
internal or external sources) will be available to fund those plans 
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(ii) Discussions with management and, where necessary, formal 
confirmation by letter of representation of the forecasts 
(Hi) Review of past periods to assess accuracy of previous 
forecasting 

(iv) Consideration of factors affecting value of intangibles, such as: 

• a change in the client's circumstances, such as disposal of business 
or change in trade 

• periodic renegotiation of terms of contracts such as licensing 
agreements 

• operation of law, for instance, the expiry of a patent 

• changes in the market place, e.g. competing products. 

6 OBJECTIVE: The company’s contracted and authorised capital 
expenditure are correctly stated in the Notes to the Accounts 

INTERNAL CONTROL 

6.1 Controls include: 

• defined authorisation limits 

• minutes kept of all capital expenditure committee and main board 
meetings 

• capital expenditure authorisation forms pre-numbered. 
SUBSTANTIVE TESTS 

6.2 The following procedures are suggested: 

• Verify the figures in the case of contracted commitments by 
reference to; 

(a) orders placed 

(b) quotations accepted 

(c) additions since the year-end 

(d) board minutes 

• Verify the authorised capital expenditure with board minutes. 

• Consider the need for formal confirmation in the letter of 
representation of authorised and contracted commitments. 

7 OBJECTIVE: Tangible and intangible fixed assets are presented 
in accordance with the requirements of the Companies Act and 
accounting standards 

7,1 Schedule VI to the Companies Act requires all balance sheet 
items to be categorised under specified headings and sub-headings. 
Our objective must therefore cover these two levels of description: 

• the main heading—is the asset properly classified as a fixed asset. 
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i.e. one intended for use on a continuing basis in the company's 
activities? 

• the sub-headings—is the asset classified under the appropriate 
sub-heading? 

7.2 The general classification of assets as “fixed” will depend upon 

the client’s capitalisation policy. The permanent notes file should 

contain details covering the following aspects: 

• the amounts below which additions are written off as incurred 
rather than capitalised 

• where applicable, the types of asset to be capitalised. If the client 
uses complex machinery a range of spare parts may be required. 
Whilst small items such as nuts and bolts are usually treated as 
stock, major replacement parts for specific items of plant such as a 
spare electrical motor may be capitalised as part of the machine 

• the capitalisation of direct costs and overheads incurred on fixed 
asset projects. The accounting system should incorporate controls 
to identify these costs and ensure that they are included in the cost 
of the items to which they relate. 

7.3 To ensure that assets properly accounted for as fixed are 

adequately described, the following procedures are suggested: 

• check that the disclosure requirements have been met 

• confirm the accuracy of disclosure of amounts of interest 
capitalised during the year and included in aggregate in fixed 
assets. 


PROGRAMME CHECKLIST 


THE STATED AMOUNTS REPRESENT ALL AND ONLY 
EXISTING ASSETS WHICH ARE INTENDED FOR USE ON A 
CONTINUING BASIS IN THE COMPANY’S ACTIVITIES, 
AND TO WHICH THE COMPANY HAS GOOD TITLE 

Paragraphs 

• Inspect assets 3./5 

3.16, 3.18, 3.19 


Review minutes for capital expenditure 

and disposal plans 3.15, 3.19 

Consider whether changes in income or expenditure 

indicate changes in assets owned 3.4, 3.17 

Inspect or obtain third party confirmation of 

documents of title ^-6, 3.14, 3.15, 3.19 

Review additions for indications of corresponding 

disposals 
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Paragraphs 

• Enquire what items were disposed of in the year 3.15 

• Ensure assets on operating leases are not capitalised 3.15 

• Agree totals of fixed asset register to nominal ledger 3.15 

• Obtain evidence as to value of assets under construction 3.18 

• Review repairs for capital items 3.1,3.15 

• Review hire expenditure accounts for assets on finance 

leases and ensure these are capitalised 3.1, 3.15 

TANGIBLE AND INTANGIBLE ASSETS ARE VALUED ON 
APPROPRIATE BASES CONSISTENT WITH PRIOR YEARS 

• Check brought forward values 4.5 

• Ensure propriety of capitalised expenditure 4.5 

• Check some additions to invoices 4.5 

• Where grants are receivable, ensure proper treatment 4.5 

• Check sale proceeds to cash hook etc. 4.5 

• Ensure revaluations are properly performed 4.7 


THE BALANCE OF ACCUMULATED DEPRECIATION AT 
THE ACCOUNTING DATE AND THE CHARGE FOR 
DEPRECIATION FOR THE YEAR ARE REASONABLE 


• Consider whether the policies and charges are 

reasonable 5.5, 5.6 

• Test calculations of depreciation 5.6 

• Consider accelerated depreciation for plant and lease 

premiums 5.6 

• Consider recoverability of intangible assets 5.8, 5.9 

• Include valuation of intangibles in letter of 

representation 5.8, 5.9 


THE COMPANY’S CONTRACTED AND AUTHORISED 
CAPITAL EXPENDITURE ARE CORRECTLY STATED IN 
THE NOTES TO THE ACCOUNTS 

• Check to orders, accepted quotations, post year-end 

additions. Minutes 6.2 

TANGIBLE AND INTANGIBLE FIXED ASSETS ARE 
PRESENTED IN ACCORDANCE WITH THE REQUIREMENTS 
OF THE COMPANIES ACT AND ACCOUNTING 
STANDARDS 

• disclosure 

• Check disclosure of capitalised interest 7J 
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1 Introduction 

2 Audit objectives 

3 Bank balances 

Paragraph 

Internal control 

3.1 

Analytical review 

3.6 

Substantive tests 

3.9 

Bank reconciliation 

3.11 

Scrutiny of cash book and bank statements 

3.12 

Bank reports 

Table 22.1—Evidence provided by a bank report 

Table 22.2—Letter of standing authorisation from client 

4 Cash balances 

5 Accounts presentation 

.3.13 

ClassiHcation 

5.1 

Secured balances 

Programme checklist 

5.3 


1 INTRODUCTION 

1.1 This chapter covers bank overdrafts as well as bank balances in 
credit and cash. Bank loans are dealt with in Chapter 23. 

1.2 Our approach to the audit of debtors, creditors, income and 
expenditure (and to a lesser extent, fixed assets and investments) will 
be influenced by the client’s system of accounting for receipts and 
payments of money; the relevant aspects of internal control over 
receipts and payments are discussed in each of the affected chapters. 
The emphasis of this chapter is on bank and cash balances, which we 
verify basically by reconciling bank certificates and statements with 
the accounting records. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) Bank balances are fairly stated 

(ii) Cash in hand is fairly stated 

(iii) Cash and bank balances are properly classified and adequate 
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disclosure is made of bank balances which are secured and of cash at 
bank. These are discussed in turn below. 

3 OBJECTIVE: Bank balances are fairly stated 

INTERNAL CONTROL 

3.1 In some cases adequate audit assurance will be derived most 
economically by directly reconciling the company's records with 
bank statements and confirmation letters. The level of substantive 
testing necessary to achieve the above objective in such cases will not 
therefore be influenced by the internal controls over cash. However, 
in most cases it would be more efficient to place some reliance on the 
client's control procedures, and to limit the extent to which we test the 
client's reconciliations, than to attempt to prove these reconciliations 
exhaustively. 

3.2 The usual reasons for seeking to limit the extent of our 
substantive work are that: 

(i) the bank reconciliations are lengthy exercises (because of the 
large numbers of transactions passing through the account or 
because of the way in which the records are kept) 

(ii) the client operates a number of bank accounts. 

3.3 Control objective: C!!ksh is safeguarded and cash books are 
properly maintained. 

3 J.l Possible errors under this heading are: 

• cash misappropriated 

• misappropriation concealed by falsifying records. 

3.3.2 The control features we would look for to reduce our 
substantive testing would include: 

• division of duties between those handling cash and those 
maintaining the cash books, nominal ledger, and debtors and 
creditors accounts 

• division of duties between cheque signatories and those 
maintaining the cash book and other accounting records 

• cash book balances regularly reconciled to nominal ledger control 
account 

• regular bank reconciliations performed by a person independent 
of the cashier or those who have custody of cash 

• regular independent review of bank reconciliations by a senior 
offical 

• documented procedures for re-arrangement of duties in the 
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absence of the cashier 

• cash book casts checked by a person independent of the cashier. 

3.4 We would need also to take into account the adequacy of 
controls over the receipt and payment of cash (discussed elsewhere at 
Chapter 20. paragraph 3.S—Receipts and Chapter 17, paragraph 
3.20—Payments). 

3.5 Cash and cheques are particularly vulnerable to 
misappropriations. Even if we do not intend to place audit reliance 
upon the client’s system of accounting for cash, we should consider 
reviewing it as part of a wider service to our audit clients in order to 
ensure that the level of control is appropriate to the business. 

ANALYTICAL REVIEW 

3.6 U nder normal circumstances the only analytical review work we 
would perform in this section would be a review of bank 
reconciliations for evidence of the client **window dressing” his 
accounts. By this is meant the manipulation of cash book balances in 
conjunction with debtor and creditor balances in order to present a 
false impression of liquidity in the accounts. 

3.7 We might briefly review periodic reconciliations during the year 
to acquaint ourselves with the nature and normal volume o"' 
reconciling items. We would thus be more alert to unusual aspects of 
the year-end reconciliation; for example: 

• an unusually high number of unpresented cheques may indicate 
that cheques have been drawn but not despatched before the year 
end 

• an unusually low number of unpresented cheques may indicate 
that cheques have been drawn and despatched before the year end 
but not entered in the cash book until after the year end 

• an unusually high number of unbanked receipts may indicate that 
amounts actually received after the year end have been included in 
the year end bank balance. 

3.8 Where it appears from this review that there may have been 
some window dressing, it should be brought to the manager’s 
attention. The facts can often be established only by discussion with 
the client, which will require both tact and experience. In the cases 
outlined above and, where the amounts are material, we should 
ensure that the bank balance and the corresponding asset or liability 
balance are adjusted in the accounts. 
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SUBSTANTIVE TESTS 

3.9 During the planning stage we should ask the client for a list of all 
his bank accounts and their various locations. We should also request 
details of any accounts which were opened or closed during the year 
and ensure that these details together with the previous year's list of 
bank accounts, tie in with the current year's listing. 

3.10 The substantive tests suggested at the year end are as follows: 

(i) audit of bank reconciliation 

(ii) scrutiny of cash book and bank statements around the year end 
for unusual items 

(iii) obtaining certificates from bankers at the year end 

(iv) confirming that all bank balances have been accounted for. 

3.11 Bank Reconciliation 

3.11.1 The bank reconciliation, described in detail below, 
essentially consists of a detailed comparison of the cash book with 
the bank statements for a period up to the financial year end. The 
length of this period depends upon our assessment of internal 
control—the weaker the control, the longer the period examined. A 
practical starting point would be the date of an earlier reconciliation 
(though not necessarily that of the last reconciliation before the year 
end). 

3.11.2 As a basic minimum, where we are not performing a full 
reconciliation we should check that the bank reconciliation is 
correctly cast, that the cash book balance and bank statement 
balance agree with the cash book and bank statement respectively, 
and that major reconciling items are clear subsequent to the 
reconciliation date. 

3.113 A test of the bank reconciliation would proceed along the 
following lines: 

(i) T race all payments recorded in the cash book from the date of the 
earlier reconciliation to the year end to: 

(a) the bank statement for the corresponding period; of 

(b) the earlier reconciliation (clearing earlier direct debits); or 

(c) the current reconciliation (as unpresented cheques). 

A payment which cannot be traced in this way must be investigated; it 
could be a false entry, designed for example to conceal a recorded 
receipt which has been misappropriated. 

(ii) Trace all payments recorded in the bank statement for the 
corr^ponding period (not cleared by (i) (a) above) to the previous 
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reconcilijition. A payment in the bank statement which cannot be 
traced in this way could represent an error in the cash book (e.g. an 
unrecorded direct debit or standing order payment which must, if 
material, be corrected). 

(iii) Trace all receipts recorded in the cash book from the date of the 
earlier reconciliation to the year end to: 

(a) the previous reconciliation (clearing direct credits); or 

(b) the bank statement for the corresponding period; or 

(c) the current reconciliation (as unbanked lodgements). 

Any item which cannot be traced in this way must be investigated; it 
could for example represent a misappropriated receipt. 

(iv) Trace all receipts per the bank statement (not cleared by (iii) (b) 
above) to the previous reconciliation (clearing unbanked 
lodgements). A receipt which cannot be traced in this way could 
represent an error in the cash book (e.g. an unrecorded direct credit) 
which must be corrected, if material. 

(v) Trace all items on the earlier reconciliation not cleared by the 
above steps to the year end reconciliation. 

(vi) Agree the balances on the reconciliation with the cash book and 
bank statements respectively and cross-refer the year end bank 
statement balance to the bank report. 

(vii) Check that all outstanding lodgements on the year end 
reconciliation have been cleared by the bank in the new period. (We 
should also examine the paying-in slips to ensure that the amounts 
were actually paid into the bank by the balance sheet date or 
immediately thereafter.) 

(viii) Trace all outstanding payments on the year end reconciliation 
to the bank statements in the new period and enquire into significant 
uncleared cheques. We should ensure that the amounts of cash and 
creditors in the accounts are adjusted for any outstanding cheques 
written back in the cash book in the new year, if material. In cases 
where there appears to be a particularly large number of outstanding 
cheques at the year end, we should check whether these were cleared 
within the first few days of the new period. If it appears that the 
cheques may not have been despatched before the year end, and this is 
confirmed by the client, ensure that an appropriate adjustment is 
made in the accounts between creditors and the bank balance. 

(ix) Check the additions and cross-casts of the cash book for the 
period up to the year end, and of the reconciliations. 
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3.12 Scrutiny of cash book and bank statements around the year 
end for unusual items 

3.12.1 We should examine the cash book for a number of days 
preceding and following the year end and: 

(i) note ail cheques drawn to replenish cash funds, transfers 
between bank accounts and group companies and verify they have 
been properly dealt with in both sets of books. The delay introduced 
by the banking system in clearing such transfers raises the danger of 
incorrect cut-off. For example, in an inter-bank transfer of funds, a 
cash shortage could be concealed by recording the deposit before the 
year end in one account and recording the payment after the year end 
in the other account. 

(ii) if practical, verify that all cheques drawn appear to be for the 
normal requirements of the business. 

3.12.2 The cash books should be examined for cheques written 
back in the weeks following the year end; the reasons therefore should 
be established and the need for adjustments to the accounts 
considered. For example, “stopped” payments to suppliers may 
indicate a dispute with them and a possible need to provide against 
certain stocks or fixed assets. 

3.12.3 Similarly, we should examine bank statements foi 
dishonoured lodgements in the weeks following the year end, and 
should ensure that the appropriate adjustments and provision have 
been made. A dishonoured lodgement may, for example, indicate 
that a particular debt is not recoverable. 

3.13 Obtaining bank reports at tbe year end 

3.13.1 A bank report will normally contain information relating to 
several audit objectives as set out in Table 20.1. 

3.13J If possible clients should be asked to issue standing 
instructions to their bankers to supply bank reports to us on request 
(see specimen letter—Table 20.2). A copy of the client’s letter should 
be placed on the permanent notes file. If the client objects to this 
procedure it will be necessary to authorise each individual request 
which we make. 

3.13.3 Two copies of the firm’s standard letter of request for a bank 
report for audit purposes should be sent, to arrive at least two weeks 
before the year end, to all banks with whom the client has an account 
or an overdraft facility, even if this appears to be unused, and to all 
banks with whom accounts have been closed during the year. For 
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draft letter refer to Appendix B of'Statement on Auditing Practices’ 
issued by ICAI and reproduced in Appendix 'C*. 


Table 22.1—Evidence provided by a bank report 


effective 

Evidence on 

Cash at bank and overdrafts 

• confirmation of balances 

are fairly stated 

• details of any other banks with 


which the client may have 
balances (to ensure all balances 
are accounted for) 

Proper disclosure is made of 

• details of any set off arrangements 

bank balances and overdrafts 

• details of overdraft and loan facilities 

in the accounts 

• details of any overdrafts, loans etc. 


secured and the nature of the 
security 

Other audit areas 

• contingencies 
■ title deeds, share certificates 


etc. held at the bank 


• accrued interest 

I able 22.2 - Example of client's standing authorisation to the bank (on client's notepaper) 


The Manager, 


Dear Sir 

We hereby authorise you (until further notice) to give to our auditors, Spicer 
and Pegler, of 

(local ofnce address) 

such information relating to our affairs at your branch as they may rcq uire from 
time to time for the purposes of their audit. 

Yours faithfully 
(client’s signature) 


3.13.4 We should check that the bank reports, when received, 
answer all the questions asked, that the answers agree with the details 
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already recorded on our working papers (e.g. bank reconciliation, 
notes of security, accrued interest and guarantees) and that new 
information or discrepancies are followed up. 

3.13.5 It is important that all items on the bank reports are either 
cross-referenced to working papers or cleared by a disposal note. 

3.14 Confirmation that all bank balances have been accounted for 

3.14.1 In our standard request for a bank report, we ask for a list of 
other banks or other branches where the bank is aware that a 
relationship has been established during the period. We also ask for 
details of all accounts closed during the year. 

3.14.2 We should check that special-purpose bank accounts (e.g. 
dividend payment accounts and wages accounts) are included in our 
year-end tests of reconciliations with bank statements and bank 
reports and that payments out of these accounts have been tested in 
our work on the relevant heading of expenditure. 

4 OBJECTIVE: Cash in hand is fairly stated 

4.1 If cash balances are material, they should wherever practical be 
counted at the year end in the presence of the cashier. 

4.2 We would normally only seek to rely on internal controls over 
cash in situations where cash is held in a number of locations (e.g. in 
retail chains). Such controls could include: 

• cash balances regularly counted by an independent official 

• those that ensure that all cash sales are recorded (Chapter 19 para 
3.9) 

• “floats” maintained at each location 

• cash vouchers appropriately authorised 

• cash vouchers cancelled following payment. 

4 J In such instances we could reduce our attendance at year end 
counts by placing reliance on the above controls and by visiting a 
number of locations during the year to ensure that controls are being 
properly applied. 

4.4 At those locations where we do not attend the cash count, our 
normal procedure is to obtain a certificate of the year end balance 
signed by a responsible official (other than the cashier). Clearly, 
arrangements for this should be made in advance of the year end. 

4.5 The following steps should be considered during the cash count’ 
(i) ensure that the cashier (or other responsible member of the 
client's stafQ is present throughout the count, and ask him to sign the 
schedule summarising the count to indicate his agreement 
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(ii) ask for all cash (including unclaimed wages, welfare funds, 
stamps, etc.) to be produced simultaneously, to avoid substitution of 
funds 

(iii) count and note details of monies not yet lodged with the bank 

(iv) note details of sundry items such as lOU’s or employees’ 
cheques included in the cash balance. lOU’s should be of recent date 
and should be duly authorised. Any long outstanding items must be 
investigated and, where appropriate, drawn to the client’s attention in 
our management letter 

(v) examine cash records to see that all internal transfers of funds 
up to the date of the count are correctly recorded 

(vi) trace outstanding cash lodgements in the bank reconciliations 
to the details noted in (iii) above 

(vii) check subsequently that any material items noted in (iv)above 
(e.g. lOU’s) have been recovered. 

5 OBJECTIVE: Cash and bank balances are properly classified 
and adequate disclosure is made of bank balances which are 
secured and of cash at bank 

5.1 The balance sheet heading ’’Cash at bank and in hand” may 
include cheques, postal orders and credit card vouchers held in the 
ordinary course of collection as well as legal tender and bank current 
accounts in credit. Where material, lOU's and cash advances to 
employees should be classed as “other debtors” and not cash. 

5.2 The balances of accounts with scheduled banks are required to 
be shown separately from those with non-scheduled banks. 

SECURED BALANCES 

S3 We should review our working papers and in particular the 
bank reports to ensure that proper disclosure is made of bank 
balances that are secured and the nature of the security. 

PROGRAMME CHECKLIST 

BANK BALANCES ARE FAIRLY STATED 

Paragraphs 

• Review periodic bank reconciliations (for evidence of year 
end window dressing) 

• Audit year end bank reconciliation, working through all 

movements since an earlier reconciliation 3,11 
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Paragraphs 

• Scrutinise cash hook and bank statements around 

year end 13.12 

• Obtain bank reports for all accounts and overdraft 

facilities (existing in the year) 3.13 

CASH IN HAND IS FAIRLY STATED 

• Count cash 4.5 

CASH AND BANK BALANCES ARE PROPERLY 
CLASSIFIED AND ADEQUATE DISCLOSUREXS MADE OF 
BANK BALANCES WHICH ARE SECURED AND OF CASH 
AT BANK 

• Consider classification 5.1, 5.2 



CHAPTER 23 DEBENTURES AND LONG TERM LOANS 


1 Introduction 

2 Audit objectives 

3 Balances 

Paragraph 

Internal control 

3.1 

Substantive tests 

3.2 

4 Movements 

New borrowings 

4.2 

Redemptions and repayments 

5 Disclosure of security 

6 Compliance with terms of loan deeds and agreements 

Programme checklist 

4.4 


1 INTRODUCTION 

1.1 Many companies finance their capital requirements by long 
term borrowing. This chapter deals w'ith the audit of such debenture 
and long term loans, including bank loans which fall due after more 
than one year. 7 he audit of other items which fall undei the heading 
“Creditors: amounts falling due after more than one year , for 
example obligations under finance leases and hire purchase 
contracts, is dealt with in Chapter 7—Creditors. 

1.2 There is no statutory definition of a debenture, though a 
generally accepted definition is that it is a written acknowledgcinent 
of a debt by a company, usually under seal and containing provisions 
as to repayment of capital and payment of interest. A debenture docs 
not have to be secured. 

13 If the debentures or any other borrowings are secured by a 
specific or floating charge on the undertaking or on any property of 
the company, section 125 of the Companies Act 1956 requires that 
details shall be recorded in a register of charges to be kept at its 
registered office. The required details are a short description of the 
property charged, the amount of the charge and, except in the case of 
bearer securities, the name of the persons to whom the charge 
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been given. The charge also must be registered with the Registrar of 
Companies. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) Debenture and other long term loans are fairly stated and are 
properly described and classified, as required by the Companies Act. 

(ii) Changes in debenture and long term loans are properly 
authorised and correctly shown and described in compliance with the 
Companies Act. 

(iii) Disclosure is made of those which are secured and of charges on 
the assets of the company to secure third party liabilities. 

(iv) The company has complied with the terms of debentures, loan 
stock trust deeds or any other agreements relating to borrowings. 

3 OBJECTIVE: Debenture and other long term loans are fairly 
stated and are properly described and classifled, as required by 
the Companies Act 

INTERNAL CONTROL 

3.1 Consideration of internal control is relevant- only if the 
company has issued publicly traded debenture stock and it carries out 
its own registration work. Our audit work will then be similar to that 
for share capital in those circumstances, as described in Chapter 24. 

SUBSTANTIVE TESTS 

3.2 The following procedures are suggested: 

• compare totals of debentures with a register of debenture-holders 
kept by the company or obtain a certificate from an outside 
registrar 

• check details of secured debentures and other loans against the 
register of charges 

• compare amounts outstanding on long term loans with loan 
agreements 

• obtain written confirmation of the amount outstanding (and any 
security held) from debenture trustees or other lenders. 
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4 OBJECTIVE; Changes in debenture and long term loans are 
properly authorised and correctly shown and described in 
compliance with the Companies Act 

4.1 The following procedures are suggested: 

• compare totals of debentures and long term loans with the 
previous year and identify the movements to be audited 

• consider whether the movements are consistent with our 
knowledge of the company’s future plans and consider their effect 
on the profit and loss account 

• examine board minutes for references to new borrowings or loan 
repayments and ensure that all are reflected in the accounts. 

New borrowings 

4.2 The following procedures are suggested: 

• check with board minutes to ensure that new borrowings have 
been properly authorised 

• verify details by examining trust deeds for new issues of 
debentures and loan agreements and correspondence for other 
new borrowings 

The amount, terms, due dates for redemption, security, and other 
salient features should be noted and filed with a copy of the trust 
deed or agreement on the permanent notes file 

• trace the receipt of monies to the cash book, bank statements and 
nominal ledger. 

4J We should ensure that all new secured debentures and other 

borrowings arc recorded in the register of charges and registered with 

the Registrar of Companies. 

Redemptions and repayments 

4.4 The following procedures are suggested: 

• examine the board minutes for authorisation of redemption and 
repayments 

• verify redemptions of debentures by reference to the trust deed, 
cancelled cheques and by the inspection of the cancelled 
debentures 

• check loan repayments, e.g. against loan agreements, 
correspondence and receipts from lenders 

• if secured debentures are, or a secured loan is, discharged check that 
the register of charges is amended accordingly 

• trace the payment of monies in the financial records. 
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4.5 We should ensure that the amounts of any convertible 
debenture loans are disclosed in the financial statements and that the 
authorised capital covers the potential increase to issued capital. 

5 OBJECTIV E: Disclosure is made of diose loans which are secured 
and of charges on the assets of the company to secure third 
party liabilities 

SUBSTANTIVE TESTS 

5.1 Our examination of the register of charges, board minutes and 
correspondence will have indicated to us: 

(i) those liabilities of the company which are secured by charges on 
its assets; and 

(ii) charges on the companyVassets given to secure the liabilities of 
third parties. We should ensure that these are properly disclosed. 

5.2 The Register of Mortgages and Charges should be inspected 
irrespective of whether the client has any debentures or long term 
loans. 

6 OBJECTIVE: The company has complied with the terms of 
debentures, loan stock trust deeds or any other agreements 
relating to borrowings 

6.1 Borrowing limits will normally be specified in the company's 
Articles of Association and/or in debenture trust deeds. 

6.2 There will also be other requirements laid down in any trust 
deeds (e.g. minimum shareholder's funds, maintenance of liquidity 
ratios, interest levels and due dates). 

6 J Failure to comply with the terms of a debenture may give the 
trustees the power to recall the loan. In some circumstances, this 
would bring the going concern principle into question. 

SUBSTANTIVE TESTS 

6.4 We must check that borrowing limits (in Articles, Trust Deeds 
etc.) are not exceeded and that all other terms of Trust Deeds and 
other loan agreements are complied with. 
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PROGRAMME CHECKLIST 

DEBENTURE AND OTHER LONG TERM LOANS ARE 
FAIRLY STATED AND ARE PROPERLY DESCRIBED AND 
CLASSIFIED, AS REQUIRED BY THE COMPANIES ACT 

Paragraphs 

• Compare total debentures with register of debentures or 


obtain certificate from registrar 3,2 

• Check details of secured debentures and loans against 

register of charges 3,2 

• Compare amounts outstanding on long term loans with 

loan agreements 3,2 

• Obtain confirmation of amounts outstanding from 

debenture trustees or other lenders 3.2 


CHANGES IN DEBENTURE AND LONG TERM LOANS ARE 
PROPERLY AUTHORISEDANDCORRECTLY SHOWN AND 
DESCRIBED IN COMPLIANCE WITH THE COMPANIES 
ACT 


• Compare totals of debentures and long term loans with 

previous year and identify and consider movements 4.1 

• Examine board minutes to ensure that all movements are 

picked up 4.1 

New borrowings 

• Check authorisation 4.2 

• Verify details with documentation and update PNF 4.2 

• Verify receipt of monies 4.2 

• Check that new secured borrowings are recorded in the 
register of charges and registered with the Registrar 

of Companies 

Redemptions and repayments 

• Check authorisation 4.4 

• Examine supporting documentation 4.4 

• Check entries in accounting records and register 

of charges 4.4 

• Ensure that disclosure of convertible loans is made 4.5 
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DISCLOSURE IS MADE OF LOANS WHICH ARE SECURED 
AND OF CHARGES ON THE ASSETS OFTHECOMPANYTO 
SECURE THE LIABILITIES OF THIRD PARTIES 

• Examine register of charges, board minutes and 

correspondence 5.1, 5.2 

• Ensure that adequate disclosure is made 5.1 

THE COMPANY HAS COMPLIED WITH THE TERMS OF 
DEBENTURES, LOAN STOCK TRUST DEEDS OR ANY 
OTHER AGREEMENTS RELATING TO BORROWINGS 

• Examine Articles of A.ssociation, debenture trust deeds 

and loan agreements 6.4 

• Check compliance with terms 6.4 
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CAPITAL, RESERVES AND DIVIDENDS 


1 Introduction 

2 Audit objectives 

3 Share capital 

4 Movements in share capital 

Paragraph 

Internal control 

4.2 

Substantive tests 

4.3 

Share options 

4.5 

Accounts presentation 

5 Reserves 

6 Movements in reserves 

7 Dividends 

4.6 

Internal control 

7.1 

Substantive tests 

Programme checklist 

12 


1 INTRODUCTION 

1.1 Our audit procedures relating to capital, reserves and dividends 
are influenced by numerous legal requirements. This chapter refers to 
the relevant parts of the Companies Act but does not provide detailed 
guidance on these requirements, in the majority of instances, the audit 
of capital, reserves and dividends is straightforward, but we should 
be particularly careful to audit fully any events such as an issue or 
redemption of shares, a new share option scheme etc. whenever these 
occur. 

\2 We should also be aware of any special rights or obligations 
attached to various classes of shares by the Articles of Association to 
ensure that the company’s dealings with its members have been in 
accordance with the provisions of the Articles. 

13 it is essential that the programme of audit work for each client 
refers to ihe requirement of statute as they apply to the client, and 
to the specific requirements of the company’s constitution (as 
interpreted in a synopsis of salient features in the permanent notes). 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 
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(i) Share capital is properly classified and described in the accounts 
in compliance with the Companies Act 

(ii) Movements in share capital are properly authorised and 
correctly shown and described in compliance with the Companies 
Act 

(iii) Reserves are properly classified and described in the accounts in 
compliance with the Companies Act 

(iv) Movements in reserves are properly authorised and correctly 
shown and described in compliance with the Companies Act 

(v) Dividends paid and payable are correctly stated in accordance 
with the appropriate resolutions and comply with statutory and other 
restrictions on distributions. 

3 OBJECTIVE—Share capital is properly classified and described 

in the accounts in compliance with the Companies Act 

3.1 The disclosure requirements relating to share capital are dealt 
with in Chapter 14. 

3.2 In addition, we should carry out the following audit work: 

• agree the authorised capital with the Memorandum of Association 
and with our permanent notes 

• agree the issued capital with the Register of Members or obtain a 
certificate in a suitable form from the company’s registrars 

• agree the issued capital with our permanent notes. 

3 J Our statutory duty is fulfilled when we have satisfied ourselves 
that the total number of shares in the register of members agrees with 
the allotted capital in the balance sheet. An examination of share 
transfers during the year on a test basis may however be made, where 
the client requests it. 

4 OBJECTIVE: Movements in share capital are properly 
authorised and correctly shown and described in compliance 
with the Companies Act 

4.1 Movements in share capital may arise as a result of, inter alia: 

• further calls on partly paid shares 

• rights or bonus issues 

• issues other than by way of rights, e.g. to acquire a subsidiary 

• exercise of options 

• conversion in accordance with conversion rights 
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• redemption of shares 

• capital reduction or forfeitures of shares. 

INTERNAL CONTROL 

4.2 Where the number of shareholders is large and the company 
carries out its own registration work, we may wish to reduce the 
extent of our substantive tests by placing some reliance on the 
company’s internal controls. The type of control procedure that 
might be relevant would depend upon the nature of the movement in 
share capital but, in general terms, we would look for controls which 
ensure that: 

• all consideration received is recorded 

• payments or allotments are made only against proper evidence of 
entitlement 

• all payments or allotments are recorded 

• calls are duly paid. 

SUBSTANTIVE TESTS 

4.3 The audit programme should be designed to cover the 
following: 

• authorisation 

• allotments of shares 

• premiums received or paid 

• issue expenses 

• accounts presentation. 

4.4 In drafting a programme of work, we must have regard to the 
rules of company law governing the alteration of capital, allotments, 
payment for shares and the maintenance of capital which are dealt 
with in Chapter 13. 

Share options 

4.5 We should ensure that options granted during the year are in 
accordance with option agreements and are properly authorised. We 
should ensure that the client maintains adequate records of options 
granted, exercised and expired and should ourselves maintain 
summary records on the Permanent Notes File. 

Accounts presentation 

4.6 We should check that all appropriate disclosures have been 
made. 
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5 OBJECTIVE: Reserves are properly classified and described in 
the accounts in compliance with the Companies Act 

5.1 We should ensure that reserves are appropriately classified in 
accordance with: 

• the Companies Act 

• the company’s constitution. 

5.2 Schedule VI to the Companies Act prescribes specific headings 
under which reserves are to be analysed on the face of the balance 
sheet. The required disclosure is dealt with in para 6.8 of Chapter 14. 

5.3 The reader of the accounts might reasonably equate the balance 
on profit and loss account with the legally distributable profits of the 
company. Where this is not the case (because there is some restriction 
on the distributability of retained profits or because some other 
reserves are also distributable), the circumstances may need to be 
disclosed for a true and fair view to be given by the accounts. 

6 OBJECTIVE: Movements in reserves are properly authorised 
and correctly shown and described in compliance with the 
Companies Act 

6.1 The following steps are suggested: 

(i) check movements during the year to supporting evidence and 
confirm authorisation with board minutes 

(ii) ensure that the movements in reserves do not contravene the 
requirements of the Companies Act, 1956 

(iii) check that the source or application of transfers to or from 
reserves is properly described. 

7 OBJECTIVE: Dividends paid and payable are correctly stated in 
accordance with the appropriate resolutions and comply with 
statutory and other restrictions on distributions 

INTERNAL CONTROL 

7.1 Where the client has a large number of shareholders, the scope 
of substantive tests will depend upon the extent to which we can rely 
on controls to ensure that dividends due to the shareholders are 
appropriately dealt with. These will typically include: 

• the opening of a separate bank account for each type of dividend 

• independent reconciliation of bank account with lists of 
unclaimed dividends 
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• regular independent share transfer audit carried out 

• regular independent dividend payment audit carried out. 

SUBSTANTIVE TESTS 

7.2 Where the payment of dividends is carried out by an 
independent registrar, it will normally suffice to: 

(i) obtain written confirmation from the registrars of the amounts 
of dividend payments during the year 

(ii) confirm amounts paid or payable with board or company 
minutes, as appropriate 

(iii) check the calculations in total of dividends paid or payable and 
of the tax (this latter check should be recorded in Section C of the 
current audit file) 

(iv) check total amounts paid to the cash book 

(v) check that the company has complied with all requirements and 
restrictions applicable to dividends contained in the Memorandum 
and Articles of Association, which may for example prohibit the 
payment of dividends out of capital profits, require a minimum level 
of distribution of profits or provide for a particular method of 
apportionment of profits between different classes of shareholders. 

7.3 In other cases, we should consider carrying out the following 
tests in addition to those in 7.2 above; 

(i) agree a sample of individual holdings on the dividend list with 
the Register of Members, check the calculations of the dividend paid 
and inspect returned cheques 

(ii) check additions of dividend list(s) 

(iii) check dividends paid to cash book and postings to nominal 
ledger. 

PROGRAMME CHECKLIST 

SHARE CAPITAL IS PROPERLY CLASSIFIED AND 
DESCRIBED IN THE ACCOUNTS IN COMPLIANCE WITH 
THE COMPANIES ACT 


• Check disclosure 

• Agree authorised capital with Afemorandum 

• Agree issued capital with register, or obtain 
certificate from registrars 


Paragraphs 

3.1 

3.2 

3.2 
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MOVEMENTS IN SHARE CAPITAL ARE PROPERLY 
AUTHORISED AND CORRECTLY SHOWN AND 
DESCRIBED IN COMPLIANCE WITH THE COMPANIES 
ACT 

• Ensure that any options granted were in accordance 

with agreements 4.5 

• Check disclosures 4.6 

RESERVES ARE PROPERLY CLASSIFIED AND 
DESCRIBEDXH THE ACCOUNTS IN COMPLIANCE 
WITH THE COMPANIES ACT 

• Ensure disclosure complies with Companies Act 5.2 

• Ensure it is clear which reserves are distributable 5.3 

MOVEMENTS IN RESERVES ARE PROPERLY 
AUTHORISED AND CORRECTLY SHOWN AND 
DESCRIBED IN COMPLIANCE WITH THE COMPANIES 
ACT 


• Check movements to minutes etc. 6.1 

• Check movements do not contravene statutory 

restrictions. Articles, debenture trust deeds 6.1 

• Ensure disclosure of movements 6.1 

DIVIDENDS PAID AND PAYABLE ARF CORRECTLY 
STATED IN ACCORDANCE WITH THE APPROPRIATE 
RESOLUTIONS AND COMPLY WITH STATUTORY AND 
OTHER RESTRICTIONS ON DISTRIBUTIONS 


• Confirm payment with registrars and minutes 7.2 

• Check total dividend calculations 7.2 

• Agree total amounts to cash book and nominal ledger 7.2, 7.3 

• Ensure compliance with statutory regulations. 

Memorandum and Articles 7.2 

• Check payments to individual members (holdings, 

calculations, returned cheques) 7.3 

• Check additions of dividend lists 7.3 
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3 Preaudit planning and liaison 
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7 Provision for Taxation 
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1 INTRODUCTION 

1.1 This chapter is principally concerned with corporation tax. It 
does not deal with indirect taxes like sales-tax, excise du^, etc. The 
provisions of Tax Audit are covered in para 8 of Chapter 12. 

1.2 There are broad differences between our approach to the audit 
of taxation and our approach to other areas of audit work. Our work 
in this area is rarely confined to auditing. Most clients expect us to 
help in preparing their tax computations and to advise on the 
presentation of the tax figures in the financial statements. The need to 
assist tax staff to give the client the best possible service requires that 
audit staff look beyond their own statutory role. 

13 It is not practicable to give guidance on tax legislation in this 
chapter. It is for the audit manager to ensure that the staff allocated 
responsibility for this section of audit work have the technical 
competence to recognise when specialist guidance from the tax 
department is needed. The numerous points of issue arising in the 
presentation of taxation in accounts are also matters for separate 
technical guidance and are likewise omitted. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) The profit and loss account fairly states the charge for taxation 
on the profits for the year, including any adjustment required to the 
charge for taxation in prior years, and properly reflects tax 
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attributable to extraordinary items 

(ii) The balance sheet fairly states the company’s tax liabilities, and 
the extent of tax recoverable 

(iii) Tax charges, assets and liabilities are presented in the financial 
statements in accordance with the requirements of the Companies 
Act. 

3 PRE-AUDIT PLANNING AND INTER¬ 
DEPARTMENTAL LIAISON 

3.1 Final responsibility for the completion of the tax section of the 
audit file lies with the audit and not the tax department. 

3.2 In all cases, however, the tax manager should review the 
working papers before the end of the audit in order to check the 
amounts of tax shown as payable or recoverable, both for the current 
period and all outstanding previous periods. He should also review 
the accounts presentation. These reviews do not relieve the audit 
manager of his own responsibility for reviewing the working papers 
and for the audit conclusions drawn. 

33 Before the commencement of the audit, the audit senior should 
ascertain the up-to-date position on the previous years’ tax 
computations, if he has not already received the final agreed 
computations, and he should note any major areas of contention. He 
will also need to check whether any tax planning advice has been 
given or any other matters have arisen which affect the current audit. 
Any significant matters arising from the planning process should be 
recorded in the planning memorandum. 

3.4 Where we handle a client’s tax affairs, our audit staff must look 
beyond the statutorj audit function and recognize that they are well 
placed to assist the tax department. The audit senior should inform 
the tax department of any matters which could be significant from a 
tax planning point of view and which arise from contact with the 
client. The following list is by no means exhaustive but gives an 
indication of the sort of information which could be relevant: 

• a decision to buy or sell a substantial amount of fixed assets 

• a decision to commence or discontinue a trade 

• a decision to merge or demerge businesses 

• a decision to cease to operate through a particular company 

• a decision to purchase a major shareholding in a company 

• large legal disputes 
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• large insurance claims; and 

• substantial compensation payable to a director or a senior 
employee. 

3.5 The high level of all round service required can only be ensured 
by close liaison between the tax and audit staff. 

4 THE CURRENT YEAR’S TAX COMPUTATIONS 

4.1 Standard audit tax forms should be used to prepare or check the 
current year’s tax computations. The forms should be cross- 
referenced to the relevant parts of the audit file, for example the 
capital allowance computation should be reconciled to the fixed 
assets section of the audit file. 

4.2 We should check in particular that extraordinary items are 
properly taken into account in the computations. 

43 Where we submit the tax computations tc the Department on 
behalf of a client, the figures in the computations will often need to be 
supported by additional schedules explaining their nature in greater 
detail. We should, wherever possible, ask the client to prepare these 
schedules and advise him as to the scopes and level of detail required 
after consultation with the tax manager. 

4.4 Where these schedules are prepared by the client they should be 
checked for arithmetical accuracy and we should ensure that the 
details are consistent with our audit findings. 

4.5 In the fixed assets section there should be schedules showing: 

• the nature of assets acquired, their cost and the date of acquisition 

• the cost and book value of assets sold or scrapped and any profit or 
loss on disposal 

• government grants in respect of fixed assets. 

4.6 Finally, all items of income and expenditure must be agreed 
with a detailed profit and loss account, a typed copy of which must be 
made available to the tax department for submission to the 
Department. 

5 PREVIOUS YEAR’S LIABILITIES 

5.1 We should review the previous year’s audit file to ascertain 
which liabilites had not yet been agreed with or -paid to the 
Department at the time of our last audit. Our pre-audit investigations 
(see paragraph 3.3 above) will tell us what has happened during the 
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year and we should check whether there have been any further 
developments. 

5.2 We should check the settlement of prior year liabilities or tax 
recoverable (both d uring the year and subsequently) by inspecting the 
assessment from the Revenue, the correspondence and an official 
receipt or remittance advice for the payment or receipt. 

5 J Where the liabilities are still unsettled at the time of our audit, 
we should consider, in the light ot our investigations into the latest 
developments (see paragraph 5.1 above), whether adjustments are 
needed to the amounts provided and whether there are any material 
contingencies requiring disclosure. 

5.4 The need to provide for interest on overdue tax should also be 
considered. 

6 TAXATION ACCOUNT 

6.1 The lead schedule for the taxation section of the audit file 
reconciles the balance sheet figures of the previous year with the 
current year. Entries on this schedule should beadequately annotated 
to indicate the state of agreement of all outstanding liabilities and to 
explain the nature of any receipts, payments and adjustments. 

6Jt It is important that this schedule should be easy to follow. 
Details should be relegated, where necessary, to clearly referenced 
supporting schedules. 

7 PROVISION FOR TAXATION 

7.1 The provision should be made for the whole of the tax for the 
current fiscal year, and also for the estimated tax on the current 
accounting year’s profits, which will be assessed in the following fiscal 
year. In case, the provision for taxation is not made or it is 
inadequate, the auditor must, appropriately, qualify his report. 

7.2 The amount set aside as provision for taxation must be shown in 
the balance sheet under the head “Provisions”. The amount of 
provision in excess of the amount which in the opinion of the 
directors is reasonably necessary for the purpose, should be treated as 
a reserve and not as a provision. 

7.3 In the profit and loss account, the amount of charge for Indian 
income tax and other Indian taxation on profits, including, where 
practicable, with Indian income tax any taxation imposed elsewhere 
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to the extent of the relief, if any, from Indian income tax must be 
shown. Where practicable, distinction should be made between 
income tax and other taxation. (Clause 3 (vi). Part 11, Schedule VI). 

7.4 The auditor must see that provision for taxation is made in 
respect of different types of taxes, on income or otherwise to which a 
company is subject, e.g., (i) Income Tax; (ii) Capital Gains Tax; (iii) 
Foreign Tax; (iv) Wealth Tax; and (v) Gift Tax. 

7.5 The tax liability on income should be computed after having 
due regard to: 

(i) Basis of accounting adopted for tax purposes. 

(ii) Claim for depreciation including Extra Shift Allowance. 

(iii) Claim for Investment Allowance, Development Allowance, 
Investment Deposit Account and provision as to creation and 
maintenance of Investment Allowance Reserve Account. 

(iv) Relief in respect of profits of newly established industrial 
undertakings. 

(v) Deductions in respect of intercorporate dividends. 

(vi) Carry forward of past losses. Development Rebate, Investment 
Allowance, arrears of depreciation allowances and deficiency 
under section 80J. 

(vii) Other deductions allowed in computing total income under 
Chapter VIA of the Income-tax Act, 1961. 

(viii) Expenses and liabilities not deductible. 

(ix) Minimum tax on Book Profits m case of corporate assessees, 
dealt with in para 8 below. 

8 MINIMUM TAX ON COMPANIES 

8.1 From the assessment year 1988-89 company assessees are made 
liable to minimum tax on book profits. The scheme is that a company 
should make two separate computations, namely: 

1. Computation of total income as per the provisions of the 
Income-tax Act; and 

2. Computation based on book profits. 

If the total income as computed in (1) above, is less than 30% of 
book profits, the total income shall be deemed to be an amount equal 
to 30% of such book profits. 

8.2 The book profits are to be computed in the manner laid down in 
section IISJ (I) as under: 

1. The net profit as per the audited accounts should be increased by 
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the following amounts which are debited to the profit and loss 

account: 

(a) Income-tax paid or payable and the provision therefor; or 

(b) The amounts carried to reserves, by whatever name called; 
or 

(c) The amount or amounts set aside to provisions made for 
meeting liabilities, other than ascertained liabilities; or 

(d) The amount by way of provision for losses of subsidiary 
companies; or 

(e) The amount or amounts of dividends paid or proposed; or 

(0 The amount or amounts of expenditure relatable to any 

income to which any of the provisions of Chapterlfl applies 
(exempt income) if any, such amount is debited to the profit 
and loss account. 

2. The following amounts credited to profit and loss account 

should be deducted from the net profit: 

(i) The amount withdrawn from reserves or provisions; or 

(ii) The amount of income to which any of the provisions of 
Chapter III applies (exempt income); or 

(iii) The amount of loss or depreciation which would be required 
to be set off against the profit of the relevant previous year as 
if the provisions of Clause (b) of the first proviso to sub¬ 
section (I) of section 205 of the Companies Act, 1956 are 
applicable. 

The word ‘or’ used in the above provisions is intended to have the 
effect of ‘and’ and for this a clarification is awaited. 

83 Section 115 J (2) pi ovides that nothing contained in sub-section 
(I) shall affect the determination of the amounts in relation to the 
relevant previous year to be carried forward to the subsequent years 
or under the specified provisions. 

PROGRAMME CHECKLIST 


Paragraphs 

Pre-audit 

Obtain previous year's computations 
and note developments 

The current year’s tax computations 3.3 

Check!prepare provisional computations 

using standard audit tax forms 4.1 
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Check inclusion of extraordinary items 4,2 

Obtain!prepare supporting analysis 43-4.5 

Agree with detailed profit and loss account 4.6 

Previous year's liabilities 

Ascertain developments 5.1 

Check to supporting documentation (assessments, 
receipts, etc.) 5.2 

Consider adequacy of provisions and disclosure 
of contingencies 5.3 

Consider provision for interest on overdue 
tax 5.4 

Taxation account 

Prepare schedule of movements on tax 

account 6.1-6.2 

Provision of Taxation 

Check adequacy of provision 7.1 

Verify disclosure 7.2-7.3 

Minimum Tax on Companies 

Check application of the provisions of 
Section 115J 


8.1-8.3 
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INVESTMENTS 



Paragraph 

1 Introduction 


2 Audit objectives 


3 Existence and title 


Internal control 

3.1 

Substantive tests 

3.3 

Table 26.1—Letter to third party holding investments 


4 Gassification and valuation 


Accounting for investments 

4.2 

Internal control 

4.7 

Substantive tests 

4.8 

S Additional disclosures 


Programme checklist 



1 INTRODUCTION 

1.1 Investments may be held by different companies for different 
purposes. For example, a manufacturing company may hold shares 
in other companies with businesses similar to or related to its own 
because such shareholdings give it access to information or an 
influence which it would not otherwise have. By contrast, an 
investment dealing company may hold a portfolio of shares which is 
turned over frequently with a view to earning profits on realising 
investments, 

1.2 The emphasis of our audit work will change according to the 
circumstances in which the investments are held. In particular, the 
area of internal control is more important in businesses whose main 
concern is holding or dealing in investments. 

1.3 Investments in subsidiary and related companies are dealt with 
in para 6,14 of Chapter 14. 

2 AUDIT OBJECTIVES 

2.1 Our audit objectives are to ensure that: 

(i) Investments as shown represent bona fide assets to which the 
company has good title 
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(ii) Current and fixed asset investments are properly described and 
valued on appropriate bases consistent with prior years 

(iii) The information about investments required to be disclosed by 
the Companies Act is correctly stated. 

3 OBJECTIVE; Investments as shown represent bona fide assets 
to which the company has good title 

INTERNAL CONTROL 

3.1 Control objective: All movements in investments are properly 
authorised. 

3.1.1 Possible errors under this heading are: 

• investments misappropriated 

• purchases registered in the wrong name 

• investments used as unauthorised collateral. 

3.1.2 Suitable controls to prevent such errors include: 

• segregation of duties between accounting for investments and 
handling them or authorising their movement 

• physical control over investments held at the client’s premises. 
Ideally, investments should be kept in a fireproof, immovable safe 
which can only be opened when two key holders are present 
simultaneously 

• controls over the means of transferring stocks and shares out of 
the client’s name, including careful custody of the company seal 

• authorisation limits to which individuals or committees may deal. 
The client’s stockbroker should be informed of such limits 

• checks of contract notes by persons who sign cheques for the 
purchase of investments 

• regular checks of the investment recorded in the books and of 
those held physically or certified by banks or other agents. 

3.2 Control objective: Purchases and sales of investments are 
correctly recorded. 

3.2.1 Possible errors under this heading are: 

• unrecorded sales and purchases 

• part disposal of holdings treated as full disposals. 

3.2.2 Controls are needed over the maintenance of investment 
accounting records. These include: 
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• maintenance of independent records of investment holdings by 
those responsible for dealing in investments. Those records should 
be checked against the holdings shown by the accounting records 
on a regular basis, which should highlight failures to update the 
accounting records properly 

• agreement of investment holdings shown by the accounting 
records with holdings shown in portfolio valuations made by the 
client’s stockbrokers. This will again serve to show up failures to 
update the accounting records properly 

• agreement of investment holdings as counted and certified by third 
parties with the accounting records. 

SUBSTANTIVE TESTS 

3 J In line with the principles of directional testing, our work will be 
directed mainly at ensuring that investments are not overstated. Our 
work on other assets and on expenditure should detect any 
understatement of investments through misclassification or incorrect 
write-off. 

3.4 Because work in this section is largely self-contained there is a 
danger of over-auditing. We should be careful to set the scopes of our 
tests in the context of the assets of the business as a whole and not just 
in relation to the investment ledgers. 

3.5 Where securities held at the client’s premises are material or 
turnover is rapid, a count should be held at the year end. (In other 
cases it will be sufficient to examine certificates at a later date.) 

(i) The client should prepare lists of investments to be counted, 
together with a full description, including certificate numbers 

(ii) All details should be checked to the actual certificates in the 
presence of a member of the client’s staff 

(iii) In the case of bearer certificates we must ensure that all 
coupons relating to future payments of interest or dividends.are also 
held 

(iv) If investments are registered in the name of a nominee, we 
should check that the client holds a declaration of trust by the 
nominee 

(v) If we have to leave the location of the count during our audit 
check, we should ensure that all the client’s securities are locked away 
in safes or secure boxes which should then be sealed by us 

(vi) We should enquire into any differences found. 
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3.6 Where investments are held by third parties, the first step is to 
obtain a certificate of the holdings at the year end. Our standard letter 
of request is reproduced in Table 24.1. The further steps necessary 
will depend on the nature of the reply and: 

• the materiality of the amounts involved 

• the status and reliability of the third party 

• the reason for the third party holding the investments. 

These points are considered below. 


Table 26.1—Specimen letter to third party holding investments 


Dear Sirs 

In connection with our audit of the above company’s accounts will you please 
check and complete the statement below. 

Yours faithfully 
SPICER AND PEGLER 

We certify that, at the close business on* , the following 

securities were held by us on behalf of 

Except where otherwise stated, the securities were registered in the name of 

We have indicated whether or not the securities 
were held free from lien. There were no other securities held by us on 
their behalf and details are attached of any other items which we 
consider to be of relevance to the audit. 

Date: Signed. 

*insert balance sheet date 


Securities held 

Particulars of securities held free from lien Remarks 

Yes or No 


3.7 It is reasonable to accept a certificate from a recognised bank as 
good audit evidence of our client's holdings of invratments. We 
should, hotvever, confirm that investments not registered in the 
client’s name are beneficially owned by the client and should also ask 
the client’s bankers to confirm whether they know of any charges over 
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the investments in favour of themselves or of some other person. 

3.8 Investments are sometimes held by a client's stockbrokers, 
normally prior to delivery either to the market or to the client himself. 
In such cases, provided that the stockbrokers involved are members 
of The Stock Exchange or of some reputable overseas stock 
exchange, it is reasonable to accept certificates from them. We 
should, check that the details certified are consistent with contract 
notes received after the year end. In the case of purchases shortly 
before the year end, we should vouch or obtain appropriate third 
party confirmation of certificates received after the year end. 

3.9 If the client’s stockbrokers are not members of a reputable stock 
exchange or if the investments are held in safe custody on a long term 
basis, i.e. they are not merely in transit as a result of recent 
transactions, we should consider whether we need to arrange for a 
physical inspection of the certificates. 

3.10 Investments may be held as security by persons lending money 
to the company. Provided these lenders are persons who accept 
investments as security in the ordinary course of their business, the 
holdings should be confirmed by a certificate sent directly to us. In 
addition to details of the loan, the certificate should state: 

(i) the precise description and amount of the client’s investments 
held as security; and 

(ii) the name(s) in which the investments are registered. 

If, however, a lender does not fall into this category, or if there is any 
doubt as to the reliability of such a certificate, we should arrange to 
verify the investments physically. 

3.11 If we are unable to verify securities physically where this is felt 
to be necessary, or if there is doubt as to the validity of a certificate, 
the Registrar of the issuers of the security should be requested to 
confirm directly to us the quantity registered in our client’s name. 

3.12 Where a client has investments registered in the name of a 
nominee, we should inspect blank transfer forms and declarations of 
trust. 

3.13 There may be debtors or creditors arising in respect of bought 
or sold bargains which have not been completed at the year end. If 
this is likely we should circularise all the client’s stockbrokers, 
whether or not the client’s records show open positions with them. 
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4 OBJECTIVE: Investments are properly described and valued on 
appropriate bases consistent with prior years 

4.1 The work to be performed in achieving the above objective will 
overlap to a certain extent with that set out in section 3 above. In 
order to set the audit work in context, it is useful to consider certain 
aspects of accounting for investments. 

Accounting for investments 

4.2 In a historical cost accounting balance sheet, investments will as 
a rule be carried at original cost, though they may be stated at 
valuation. 

43 Investment must be written down if a permanent diminution in 
value has taken place. In determining whether a write-down is 
necessary, several factors need be considered, including the 
following: 

• the company’s recent trend of earnings and dividend payments 

• the company’s future prospects 

• in the case of quoted investments, any fall in stock exchange prices 
generally. (A general fall may have little to do with the inherent 
worth of the companies involved and may soon reverse) 

• in the case of foreign investments, exchange controls or permanent 
changes in exchange rates 

• in the case of debentures and other interest-bearing bonds, the 
extent to which price reductions reflect a rise in interest rates. 
(Since rates of interest fluctuate frequently they are unlikely to 
give rise to a permanent diminution in value) 

• the status of the issuer of interest bearing bonds even if it be 
sovereign debt 

• for bonds nearing their redemptions date, the amount of any 
purchase premium over their ultimate redemption value (any 
premium should perhaps be amortised systematically). 

4.4 While it is permissible to make provision for temporary falls in 
the value of investments, this is not generally done. 

4.5 In the case of investments held as current assets, the accounting 
policy used to value investments will depend upon the nature of the 
business, and the way in which it is felt that a company’s state of 
affairs can best be presented. The two most frequently used methods 
of accounting are: 

(i) to state listed investments at their market value and unlisted 
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investments at a directors’ valuation; 

(ii) to state listed investments at the lower of cost and market value . 
and unlisted investments at the lower ofcost and directors* valuation. ’ 
In both cases these assessments are carried out on an investment 
basis, rather than on a portfolio basis (global basis). 

4.6 Where part of the holding is sold, the cost of the holding needs 
to be apportioned. This should be determined either on a first-in-first- 
out basis or on a weighted average price basis. 

INTERNAL CONTROL 

4.7 The controls discus.sed in paragraph 3.2 above over the 
maintenance of records of investments undoubtedly make some 
contribution to the audit of valuation. Nevertheless the main source 
of assurance will be substantive testing. 

SUBSTANTIVE TESTS 

4.8 We must ensure that investments are properly described in the 
balance sheet. Our work will include: 

• enquiring of the client’s management as to their long-term 
inlcnlions for investments held 

• considering the client’s replies to our enquiries in the light of post 
balance sheet events and the nature of the client's business 

• considering the effect on the financial statements of the client’s 
proposed treatment of investments. 

4.9 The valuation of investments will involve consideration of two 
major areas: 

(i) whether the client’s valuation basis is acceptable (alternative 
treatments are discussed in paragraphs 4.2 to 4.6 above) 

(ii) whether the amounts (cost or valuation) at which investments 
are stated are accurate; this point is considered below. 

4.10 In auditing the cost of investments, we will select a sample of 
investments held during the year and obtain details (preferably in the 
form of aln investment ledger account or printout) of brought forward 
and carried forward cost and shares held, as well as of purchases and 
sales of investments in the year and of other adjustments to 
investment holdings (e.g. bonus issues). These details shouldthen be 
checked as follows: 

• agree opening balances, via the previous year’s audit file, to the 
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previous year's audited accounts 

agree closing balances to the analyses of investments supporting 
the financial statements 

verify changes in holdings in the year by reference to supporting 
evidence of genuineness (e.g, cash book entries, contract notes, 
purchase and sale agreements, circulars to shareholders), and to 
evidence of appropriate authorisation (e.g. board minutes). 
Particular care must be taken to ensure that amounts included in 
arriving at carried forward cost are calculated in accordance with 
the client’s accounting policy (see paragraph 4.6 above) 
in the case of investments not bought or sold through a member of 
a reputable stock exchange, check: 

—whether the bargain was at arm’s length (is the other party 
influenced by our client, or vice versa? Do they have common 
shareholders?) 

—whether the sale consideration was fair (consider along the lines 
of the points under 4.16) 

—particular conditions of purchase, if any, with the purchase 
agreement or shareholders’ agreement 
check that the closing balances of cost and shares held are 
correctly calculated from the brought forward balances as 
adjusted for movements in the year 

check the postings of profits and losses on disposals to the 
appropriate nominal ledger accounts 

check postings of accrued income and expenses on purchases and 
sales, if these are not included in cost 

ensure (by reference to company accounts and circulars, etc.) that 
the client has received all benefits and met all liabilities in 
connection with the investments being tested. Examples of these 
are bonus and rights issues of shares, calls on capital, repayments 
of capital and capital re-organisations 

check that changes in investment holdings have been accounted 
for in chronological order (to facilitate tax calculations) 
check that changes in holdings around the year and date have been 
included in the appropriate accounting period in accordance with 
the client’s accounting policy (see paragraph 4.9 above) 
review brokers’ statements in periods of account near the year end 
to ensure correct cut-of has been applied, and reconcile brokers’ 
statements of accounts with the client’s ledger balances at the year 
end. 
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4.11 Our work on the valuation of investments can be divided into 
two main parts: the valuation of listed and unlisted investments. 

4.12 Listed investments can normally be valued by reference to 
published prices, for example in the Stock Exchange Daily Official 
List or overseas newspapers (for securities quoted overseas), h may 
be necessary on occasion to consider such valuations rather more 
carefully, for instance when: 

• the investments are dealt very rarely on The Stock Exchange and 
quoted prices are out of date. In such circumstances it may be 
necessary to seek an up-to-datequotation, via a stockbroker, from 
a stock jobber 

• in the case of foreign investments, there are restrictions on the 
remittance of income or proceeds to India. In such a case, it may be 
necessary to reduce the oveseas quoted value of the investment to 
reflect these factors. 

4.13 The valuation of unlisted investments is more complex. The 
following points should be considered, using a copy of the latest 
audited accounts of the company in which the investment is made: 

• whether the company’s recent trends of earnings and dividend 
payments justify its present balance sheet value. In assessing this 
point it is useful to consider the value the company would have if 
its earnings or dividends were capitalised using p/e ratios and 
dividend yields applicable to comparable quoted companies 

• whether the company’s future prospects suggest that its growth 
prospects merit a higher or lower value than the assessment of 
recent trends (see above) would suggest 

• whether exchange controls or permanent changes in the exchange 
rate occurring after the balance sheet date make a balance sheet 
valuation arrived at on conventional principles unrealistic 

• whether, in the case of interest bearing bonds, the yields (both flat 
and redemption) suggested by the client's valuation are 
comparable with those of similar quoted bonds 

• whether the quality and status of borrowers demand that the 
valuation of interest bearing bonds issued by them be reduced to 
take account of possible future defaults 

• the net asset value of the company compared to its value in the 
client's balance sheet. This comparison should be made in the light 
of the return on capital employed, since a low net asset value 
coupled with a low return on capital employed suggests that the 
balance sheet value should also be low 
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• the price at which any armVIength bargains have recently been 
completed in the relevant stock 

• whether the auditors' report is qualified and if so, the implications 
of the qualification for our client’s valuation of its holding 

• whether the accounts are prepared using unconventional 
accounting policies which give a misleading impression of 
earnings or net assets which would in turn distort a valuation. This 
consideration is particularly relevant in the case of investments in 
foreign companies 

• the intrinsic value that investments held as fixed assets may have, 
for reasons unconnected with their present or future expected 
dividend payments, must also be considered. Such factors may 
include, for example, the value of trade information available to 
the client as a result of its holding of the investment. 

4.14 For both listed and unlisted investments, we should check; 

• the treatment of day to day accruals of interest 

• the treatment of income due on ex-dividend securities, which must 
be included both in investment valuations and in income accruals 

• where calls are outstanding at the year end, that the year end 
valuation does not include unpaid amounts. (We should also 
check that non-payment of calls does not mean that title is 
forfeited.) 

4.15 We will also need to check the mechanics of arriving at figures 
included in the financial statements including: 

• calculations of market value 

• comparisons between cost and market value (e.g. for the purposes 
of a valuation at the lower) 

• casts of cost, market value, balance sheet valuation, etc. 

4.16 We will need to ensure that accounting policies for valuation 
have been applied consistently from year to year. 

5 OBJECTIVE: The information about investments required to be 
disclosed by the Companies Act is correctly stated 

5.1 We must ensure that the disclosure requirements of the 
Companies Act are complied with. This is mainly a mechanical 
matter of ensuring that individual holdings of investments have been 
included under the appropriate headings, e.g. Government 
Securities, investment in shares, debentures or bonds, etc. in the 
balance sheet. 
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5.2 We should also ensure that any contingent liabilities which come 
to our notice during our audit of investments are adequately 
disclosed. Examples are: 

• equity investments in unlimited companies 

• uncalled capital. 

PROGRAMME CHECKLIST 

INVESTMENTS AS SHOWN REPRESENT BONA FIDE 
ASSETS TO WHICH THE COMPANY HAS GOOD TITLE 

Paragraphs 


• Consider year end count of securities 3.5 

• Count securities, checking details of title 3.5 

• Obtain certificates of investments held at year 

end by third parties 3.6-3.10 

• Follow-up replies and consider inspection 

of certificates at third parties 3.7-3.10 

• Where necessary, obtain confirmation from Registrars 3.11 

• Inspect blank transfers jdeclarations of trust 

for nominee holdings 3.12 

• Circularise stockbrokers for confirmation of balances 3.13 


INVESTMENTS ARE PROPERLY DESCRIBED AND 
VALUED ON APPROPRIATE BASES CONSISTENT WITH 


PRIOR YEARS 

• Consider classification 4.8 

• Consider whether basis of valuation is acceptable 4.9 

• Carry out detailed tests of "cost" 4.10 

• Check valuation of listed investments to published prices 4.12 

• Consider whether such published prices need adjustment 4-12 

• Assess the value of unlisted investments, obtained 

latest accounts 4.13 

• Check valuation cut-off 4.14 

• Check arithmetic 4.15 

• Ensure consistency of accounting policies 4.16 


THE INFORMATION ABOUT INVESTMENTS REQUIRED 
TO BE DISCLOSED BY THE COMPANIES ACT IS 
CORRECTLY STATED 

• Check disclosures 5.1 

• Check disclosures of contingent liabilities 5.2 
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1 INTRODUCTION 

1.1 ICAI has issued accounting standard (AS-3) on changes in 
financial position and recommended that such a statement should be 
published alongwith the annual accounts. 

1.2 It is important that the funds statement is not regarded merely 
as a mechanical re-working of the balance sheet movements; 
adequate consideration must be given to the presentation. 

2 AUDIT OBJECTIVE 

2.1 Our audit objective is to ensure that: The funds statement fairly 
presents the source and application of funds, in compliance with 
AS-3. 


3 AUDIT PROCEDURES 

3.1 In all but the most straightforward of cases, the funds statement 
should be supported by a working schedule reconciling the funds 
statement with the movements in individual balance sheet items. This 
ensures that all adjustments are identified and checked. The term 
“adjustments” is used in this chapter to refer to adjustments made to 
movements in balance sheet items in the process of restating those 
movements as sources or applications of funds. 

3.2 We should check the calculation of movements and the 
adjustments made. We should also ensure that all necessary 
adjustments have been made. The following points should be 
considered: 

• are all significant movements of funds separately disclosed? 

• have adjustments been made for all items that do not reflect a 
movement of funds? 

• have dividends and taxation been adjusted to reflect payments, 
not provisions? 

• are sales proceeds of fixed assets shown, if materially different 
from book values? 
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33 The presentation of the statement should be reviewed to ensure 
that it fairly reflects funds movements for the year. Particular 
problems may arise with the presentation of: 

• acquisitions and disposals of subsidiaries 

• movements in minority interests 

• differences on exchange 

• extraordinary items 

• related company movements. 

These therefore need special attention. 

PROGRAMME CHECKLIST 

THE FUNDS STATEMENT FAIRLY PRESENTS THE 
SOURCE AND APPLICATION OF FUNDS, IN COMPLIANCE 
WITH AS-3 



• Prepare or obtain funds statement and supporting 
working papers 

• Check adjustments made and consider need for 
additional adjustments 

• Review presentation of statement 


Paragraphs 

3.1 

3.2 

3.3 



Other Special 
F eatures/ T opics 


Part IV 




CHAPTER 28 


DIVISIBLE PROFITS AND DIVIDENDS 


Paragraph 


1 latroduction: The ascertainment of profits 

2 Remuneration based on Profits 

The Spanish Prospecting Co. Ltd. 

Johnston v. Chestergate Hat Manufacturing Co. 
Edwards v. Sauton Hotel Co. Ltd. 

3 Divisible Profits 

Arrears of Depreciation 
Past Losses 
Transfer to Reserves 
Dividends out of Reserves 
Power of Central Government 

4 Depreciation 

Depreciation under section 350 
Specified Period 

5 Depreciation of Fixed and Current Assets 

The Legal Decisions 
Re Crabtree, Thomas v. 

Crabtree 

Lee V, Neuchatcl Asphalte Co. Ltd. 

Bolton V. Natal Land and Colonisation 
Co. Ltd. 

Verner v. General and Commercial 
Investment Trust Ltd. 

Dovey v. Cory 

Bond V. Barrow Haematite Steel Co. Ltd. 
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Dividends paid out of Capital 

8.7 

Vouching Dividends 

8.8 

Reserves for the Equalisation 


of Dividends 

8.9 


1 INTRODUCTION-THE ASCERTAINMENT OF PROFITS 

1.1 The proper ascertainment of profits in the case of a company is a 
matter of very great importance, affecting the rights and interests of 
various parties in different ways. If the profits shown in the accounts 
have been arrived at incorrectly, and are in excess of the actual 
profits, and further, if they have been distributed in dividend, the 
effect may be that the dividend will have been paid out of capital in 
whole or in part, and that the capital fund contributed by the 
members will not have remained intact. 

Similarly, such a proceeding might affect the rights of debenture 
holders, since the dividend so paid away would have the result of 
depleting the assets which form their security. 

1.2 If the improper distribution of dividends has so depleted the 
funds of the company that the remaining assets are insufficient to 
provide for the payment of ordinary creditors, the interests of the 
latter are obviously affected; while the directors of the company may 
make themselves personally liable to account for any dividends paid 
out of capital. 

1.3 Further, there may be third parties entitled to a share of the 
profits, such as directors, managers, or others, who receive a 
percentage thereof. 

1.4 If the total assets of a business are valued at the commencement 
of the year, the difference between this sum and the total of liabilities 
and capital at that date represents a surplus or deficiency, as the case 
may be. If a similar valuation is made at the end of the year and the 
surplus is found to have increased, or the deficiency decreased, such 
difference, subject to any appropriations of profit for specific 
purposes, or adjustments of capital, is the profit for the period, while 
if the surplus has decreased, or the deficiency increased, such 
difference is the measure of the loss for the period. 
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1.5 It is clear that the amount of profit so arrived at is dependent 
upon the method employed in determining the value of the assets. 

1.6 If all the assets were valued at the amounts they are expected to 
realise if the business were closed down, a loss would possibly be 
shown and this method is therefore not adopted, the valuation being 
made on the basis of a going concern. It is necessary, however, to 
distinguish between the various classes of assets, since if fixed assets 
representing capital expenditure, such as freehold land, rise in value 
and this increase is taken into account, it represents an unrealised 
increment which may never materialise into a tangible profit. 

1.7 Fixed assets, therefore, are generally valued at their cost price, 
less proper allowances for the depreciation which has arisen as a 
result of their being utilised in carrying on the business, and any 
obsolescence which has taken place. Similarly, current assets should 
not be valued above cost, as this would involve taking credit for a 
profit before it is realised, the proper basis of valuation being cost or 
realisable value, whichever is the lower, 

1.8 In effect, therefore, the profits for a given period may be said to 
be the excess of current income over current expenditure applicable 
to that period, after making good any loss on fixed or current assets 
sustained in the process of earning such income. 

1.9 It does not follow, however, in the case of a company, that 
profits so arrived at are necessarily divisible profits. The divisible 
profits should be ascertained having regard to the provisions of 
Section 205 of the Companies Act, 1956 and in each case the 
provisions of the Memorandum and Articles of Association and their 
validity must be considered. It will be necessary to make various 
appropriations from the profits before any balance is available for 
distribution. 

1.10 It is most important, when considering the effect of these legal 
cases, to bear in mind the period of time which has elapsed since many 
of the decisions were reached; and although, strictly, they are still 
binding under the doctrine of precedent, there are two major reasons 
why many of them are chiefly of academic interest at this time. 
Firstly, legal decisions are reached within the context of, and by 
reference to, the prevailing climate of opinion during that period. 
This climate is frequently given substance by statute law which, in its 
turn, is largely a reflection of contemporary thought and theory. For 
example, cases concerning limited companies arc bound to be 
decided within the framework of company law operative at the 
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particular time, and by this token any cases concerned with the 
subject of divisible profits which might arise today will inevitably be 
decided by reference to a legal framework which was certainly not 
part of the law thirty, sixty or eighty years ago. 

1.11 Secondly, the fact that each decision arises from the 
circumstances of that particular case makes any attempt to formulate 
in general terms the principles arising therefrom for future 
application, extremely hazardous. Although outwardly the features 
of certain cases bear a strong similarity, it is the subtle differences 
between them which may be considered by the judge to justify a 
departure from an opinion previously expressed. This is not to 
suggest that decided points of law having a bearing on a case under 
consideration will not be taken into account by the judge. Indeed, 
previous judgements may provide an invaluable means of sifting 
relevant evidence from irrelevant and may also illuminate issues 
which would otherwise be cloudy and confused. It is the 
circumstances of a case, viewed as a whole that lead to a particular 
decision. 

1*12 Before proceeding, however, to a detailed consideration of the 
provisions of the Companies Act, 1956 and the relevant case law on 
divisible profits, it is important to note the following decisions 
dealing with the ascertainment of profits. 

2 REMUNERATION BASED ON PROFITS 

2.1 The Spanish Prospectuig Co. Ltd. (1911, Ch. 92) 

2.1.1 In this case the company had entered into an agreement with 
two men, A and B, who were to receive a salary at the rate of £41 -13s- 
4d per month each, subject to the proviso that they should not be 
entitled to draw their salary “except only out of profits,” if any, 
arising from the business of the company, which might from time to 
time be available for such purpose. Any such salary was to be 
cumulative, and any arrears thereof payable out of succeeding 
profits. 

2.1.2 The business of the company included the purchase and sale 
of shares; and certain debentures which had been acquired stood in 
the books at no value. 

2.1.3 The company went into liquidation while the debentures were 
still unsold, but they were subsequently realised by the liquidator and 
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it was claimed that the proceeds should be credited to the Profit and 
Loss Account, in order to enable A and B to receive their salaries out 
of the profits arising therefrom. Swinfen Eady, J., decided that a 
surplus on realised assets in winding-up, over and above the 
subscribed capital, was not a profit arising out of the business of the 
coinpany; but the Court of Appeal reversed the decision, and 
indicated that the proceeds could be properly credited to Profit and 
Loss Account. 

2.1.4 Fletcher Moulton, L.J., said; 


"... We start therefore with this fundamental definition of "profits'', viz., if the total 
assets of the business at the two dates be compared, the increase which they show at the 
later date as compared with the earlier date (due allowance, of course, being madefor 
any capital introduced into or taken out of the business in the meanwhile) represents in 
strictness the profits of the business during the period in question. But the periodical 
ascertainment ofprofits in a business is an operation of such practical importance as to 
be essential to the safe conduct of the business itself. To follow out the strict 
consequences of the legal conception in making out the accounts of the year would 
often be very dificult in practice. Hence the strict meaning of the word 'profit 'is rarely 
observed in drawing up the accounts of firms or companies. These are domestic 
documents designed for the practical guidance of those interested, and. so long as the 
principle on which they are drawn up is dear, their value is diminished little, ifat all, by 
certain departures from this strict definition which lessen greatly the difficulty -of 
making them out. Hence certain assumptions have become so customary in drawing 
up Balance Sheets and Profit and Loss Accounts that it may almost be said to require 
special circumstances to induce parties to depart from them. For instance, it is usual to 
exclude gains and losses arising from causes not directly connected with the business of 
the company—such for instance, as a rise tn the market value of land occupied by the 
company. The value assigned to trade buildings and plant is usuallyfixed according to 
an arbitrary ride, by which they are originally taken at their actual cost and are 
assumed to have depreciated by a certain percentage each year, though it cannot be 
pretended that any such calculatton necessarily gives their true value either in use or in 
exchange. These, however, are merely variations of practice by individuals. They rest 
on no settled principle. They mainly arise from the sound business view that it is better 
to underrate than to overrate the profits, since it is impossible for you to forsee all the 
risks to which a business may in future be exposed. For instance, there are many sound 
businessmen who would feel bound to take account of depreciation in the value of 
business premises (or in the value of plant specially designed for the production of a 
particular article), although they would not take account of appreciation in the same 

arising from tike causes _ But though there is a wide field for variation of pibctice in 

these estimations of profit this liberty ceases at once when the rights of third persons 

intervene _ In the absence of special st^ulations to the contrary 'profits'in cases where 

the rights of third parties come in mean actual profits, and they must be calculated as 
closely as possible, in accordance with the fundamental conception or definition to 
which / have referred." 
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2.1.5 This judgment is an extremely able appreciation of the 
methods usually put into practice in business circles for the 
ascertainment of profits. While it is true that the method adopted is 
not a mere single entry process, nevertheless the end is to ascertain the 
net gain shown by the Balance Sheet over its predecessor, after 
allowing for depreciation on the various assets. 

2.1.6 This case, however, was concerned with the ascertainment of 
profits in which third parties are interested, and not with the question 
of profits available for dividend. In fact the learned judge went on to 
say: 

‘7 would have it clearly understood that these remarks have no bearing upon the 
vexed question of the fund out of which dividertds may he legally paid in limited 
companies. Cases such as Verner v. General and Commercial Investment Trust land 
Lee V. Neuchatel show that this fund may in some cases be larger than what can rightly 
be regarded as profits, and the decisions in these cases depend largely on the fact that 
there is no statutory enactment which forbids it to be so. ” 

2.2 Johnston v. Chestergate Hat Manufacturing Co. (1915, L. J. 84, 
Ch. 914) 

2.2.1 The manager of the company was entitled to a percentage of 
the net profits, and it was held that income tax was not to be charged 
before arriving at the sum upon which the remuneration was to be 
calculated. Income tax was to be regarded as part of the net profits 
available for dividend and such *net profits' were defined in this 
particular agreement as The net sum available for dividends as 
certified by the auditors’. 

23 Edwards v. Sauton Hotel Co. Ltd. (1942, T.R. 359) 

2.3.1 Where a director of the company was entitled to 20 per cent of 
the profit ‘available for distribution each year’, such profit was to be 
arrived at after charging normal depreciation on the company’s fixed 
assets, the further direction being made that the depreciation should 
be calculated on the fixed instalment method, and not on the 
reducing instalment system, which would cause a disproportionate 
charge to be made against profits in the early years of the life of an 
asset. 

2.3.2 It was also confirmed that in ascertaining the profits income 
tax should not be deducted, and that the commission should be 
computed on the profits before deducting the commission itself. 

2.3.3 Even though, the net profits for the purpose of computing 
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managerial remuneration, are required to be determined according to 
Section 349, Companies Act, 1956, these decisions, nevertheless, will 
serve as useful guides where it is a question of construction of an 
agreement, under which remuneration is based on net profits. 

3 DIVISIBLE PROFITS 

3.1 The legal aspect of the subject as affecting limited companies is 
of great importance in determining divisible profits. Section 205, 
Companies Act, 1956, which makes provisions in this behalf is 
reproduced hereunder: 

(1) No dividend shall he declared or paid by a companyfor anyfirtancial year except 
out of the profits of the company for that year arrived at after providing for 
depreciation in accordance with the provisions ofsub-section (2) or out of the profits of 
the company for any previous financial year or years arrived at after providing for 
depreciation in accordance with those provisions and remaining undistributed or out 
of both or out of moneys provided by the Central Government or a State Government 
for the payment of dividend in pursuance of a guarantee given by that Government: 

Provided that - 

(a) the company has not provided for depreciation for any previous financial year 
or years which falls or fall after the commencement of the Companies 
(Amendment) Act. I960, it shall, before tkclaring or paying dividend for any 
financial year provide for such depreciation out of the profits of that financial 
year or out of the profits of any other previous financial year or years; 

(b) If the company has incurred my loss in my previous financial year or years, 
which falls or fall after the commencement of the Companies (Amendment) Act. 
I960, then, the amount of the loss or an amount which is equal to the amount 
provided for depreciatim for that year or those years whichever is less, shall be 
set off against the profits of the company for the year for which dividend is 
proposed to be declared or paid or against the profits of the company for any 
previous finmcial year or years, arrived at in both cases after providing for 
depreciation in accordance with the provisions of sub-section (2) or against both; 

(c) The Central Government may. (fit thhtks necessary so to do in the public interest, 
allow my company to declare or pay dividend for anyjinancktl year out of the 
profits of the compmy for that year or my previous finmcial year or years 
without providing for depreciation: 

Provided further that it shtdl not be necessary for a compmy to provide for 
depreciation as aforesaid where dMdmdfor my financial year Is declared or paid out 
of the profits or my previous financial year or rears which fails or fall before the 
commmcement of the Compmies (Amendment) Act, I960. 

(2) For the purpose of stA-secdon (If depreciation shell be provided either— 

(a) to the extent spec^d in section 350: or 
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(b) in respect of eadt item of depreciable asset, for such an amount as is arrived at by 
dividing ninety-five per cent of the original cost thereof to the company by the 
specified period in respect of such asset; or 

(c) on any other basis approved by the Central Government which has the effect of 
writing off by way of depreciation ninety-five per cent of the original cost to the 
company of each such depreciable asset on the expiry of the specified period: or 

(d) as regards any other depreciable asset for which no rate ofdepreciation has been 
laid down by the Indian Income-tax Act. 1922 or the rules made thereunder, on 
such basis as may be approved by the Central Government by any general order 
published in the Official Gazette or by any special order in any particular case: 

Provided that where depreciation is provided for in the manner laid down in clause 
(b) or clause (c), then, in the event of the depreciable asset being sold, discarded, 
demolished or destroyed the written down value thereof at the end of thefinancial year 
in which the asset is sold, discarded, demolished or destroyed, shall be written off in 
accordance with the proviso to section 350. 

(2A) Notwithstanding anything contained in sub-section (I), on and from the 
commencement of the Companies (Amendment) Act. 1974, no dividend shall be 
declared or paid by a company for any financial year out of the profits of the company 
for that year arrived at after providing for depreciation in accordance with the 
provisions ofsub-section (2), except after the transfer to the reserves of the company of 
such percentage of its profits for that year, not exceeding ten per cent, as may be 
prescribed: 

Provided that noihir^ in this sub-section shall be deemed to prohibit the voluntary 
transfer by a company ofa higher percentage ofits profits to the reserves in accordance 
with such rules as may be made by the Central Government in this behalf. 

(3) No ttividend shall be payable except in cash: 

Provided that nothing in this sub-section shall be deemed to prohibit the 
capitalization of profits or reserves of a company for the purpose of issuing fully paid-tgf 
bonus shares or paying up any amount for the time being unpaid on any shares held by 
the members of the company. 

(4) Nothing in this section shall be deemed to affect in any manner the operation of 
section 208. 

(5) For the purpose of this section— 

(a) "specified period" in respect of any depreciable asset shall mean the number of 
years at the end of which at least ninety-five per cent of the original cost of that 
asset to the company will have been provided for by way of depreciation if 
depreciation were to be calculated in accordance with the provisions of section 
350 

(b) any rhvidend payable in cash may be paid by cheque or warrant sent throi^h the 
post directed to the registered address of the shareholder entitled to the payment 
of the thvidend or in the case of joint shareholders, to the registered address of 
that one of the joint shareholders which is first named on the register of 
members, or to such person and to such address as the shareholder or the joint 
shareholders may in writbtg direct. 


3Jl Under Section 205, dividend cannot be declared or paid by a 
company for any financial year except: 
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(1) out of the profits of the company for that year arrived at after 
providing for depreciation in accordance with the provisions of 
Section 205 (2); or 

(2) out of the profits of the company for any previous financial year 
or years arrived at after providing for depreciation [subject to the 
second proviso to Section 205 (1)J and remaining undistributed; 
or 

(3) out of the aggregate of profits mentioned in (1) and (2) above; or 

(4) out of moneys provided by the Central Government or a State 
Government for the payment of dividend in pursuance of a 
guarantee given by that Government; or 

(5) after transfer to the reserves, the prescribed percentage of the net 
profits after depreciation, of the financial year. 

3.3 Arrears of Depreciation 

3.3.1 The second proviso to Section 205 (I) provides that it shall not 
be necessary for a company to provide for depreciation as aforesaid 
where a dividend for any financial year is declared out of the profits of 
any previous financial year or years falling before 28th December 
1960. Hence the profits of the financial years ending before 28th 
December 1960 are available for distribution without making good 
the arrears of depreciation. 

33.2 However, if the company has not provided for depreciation 
for any previous financial year or years falling after 28th December 
I960, it must, before declaring dividend for any financial year, 
provide for such depreciation out of the profits of that financial year 
or of any other previous financial year or years. Thus, in respect of the 
years falling after 28th December 1960, all arrears of depreciation are 
required to be made good before declaring a dividend. 

33.3 In short, in regard to arrears of depreciation, the legal position 
is as under: 

(1) In respect of the current financial year the prescribed 
depreciation must be provided. 

(2) In respect of financial years falling before 28th December 1960 
the arrears of depreciation are not required to be made good 
before declaring dividend out of profits of such previous years. 

(3) In respect of the years ending after 28th December 19W the 
arrears of depreciation computed in the prescribed manner 
should be made good before any dividend can be declared. 
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3«4 Past Losses 

3.4.1 If a company has incurred any loss in a previous financial yeai 

or years falling after 28th December 1960, then: 

(i) the amount of the loss; or 

(ii) an amount which is equal to the amount provided for 
depreciation for that year or those years, 

whichever is less, must be set off against: 

(a) the profits of the company, after providing for the prescribed 
depreciation, for the year for which dividend is proposed to be 
declared; or 

(b) the profits of the company for any previous financial year or 
years arrived at after providing for the prescribed depreciation; 
or 

(c) the aggregate of (a) and (b) together. 

3.4.2 The above provisions may be explained by an illustration 

given hereunder: 


ILLUSTRATION 

Figures in lakhs of Rupees 



1st year. 
(Falling 
after 

2nd year. 

3rd year. 

Total. 

Profit or loss before 
depreciation 

28th 

December 

I960) 

-10 

-5 

+25 

+ 10 

Depreciation provided in 
the books 

-I 

-1 

-3 

-5 

Depreciation as prescribed 
under Section 20S 

(-8) 

(-7) 

(-6) 

(-21) 

Profit or loss after depre¬ 
ciation as in II 

-II 

-6 

+22 

+5 

Profit or loss after deduct¬ 
ing the prescribed depre¬ 
ciation 

-18 

-12 

+ 19 

-11 


Note: 


Lakhs 

A. Past Losses (IV) J7 

B. Depredation previously provided II 2 

C. Arrears of Depreciation (lll-II) 

1st year 7 

2nd year 6 

3rd year 3 


16 
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3.4.3 In the above illustration, according to the provisions 
mentioned above, the distributable profits will be arrived at as under: 


(In lakhs) 

Profits of the third year as per books 22 

Less: Arrears of depreciation not provided for 16 

6 

Less: Amount in Note A or B whichever is less 2 

Distributable profit Rs. 4 


3.4.4 It will be seen that the said amount of rupees four lakhs can be 
reconciled as under: 

(In lakhs) 

Profit for the third year before depreciation 25 

Less: Depreciation computed in the prescribed 

manner in respect of three years 21 

Distributable profit Rs. 4 

3.4.5 From the above illustration, it will be clear that it is not 
necessary that the loss before depreciation in respect of previous 
years falling after 28th December 1960 should be set off to arrive at 
the divisible profits. In respect of such years, the requirement is that 
all arrears of depreciation calculated with reference to the prescribed 
depreciation must be made good. 

3.4.6 In respect of losses of the years ending before 28th December 
1960 there is no provision requiring the company to deduct the past 
losses (before depreciation) in arriving at the distributable profits. 
Therefore, it appears that in absence of a specific provision in Section 
205, requiring past losses in respect of years falling before 28th 
December 1960 to be deducted, the case law on the subject (discussed 
hereafter) would apply, according to which the past losses are not 
required to be deducted in determining the divisible profits. 

3.4.7 In respect of years ending after 28th December I960, the 
position stands modified, only to the extent that the past losses must 
be analysed into losses before depreciation and the losses arising on 
account of depreciation. To the extent to which the loss consists of 
loss arising otherwise than on account of depreciation, it appears 
that, it is not required to be deducted. 
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3.4.8 The position in respect of set off of past losses for determining 
divisible profits may be summarised as under: 

(1) In respect of previous years ending before 28th December 1960, 
losses and arrears of depreciation need not be taken into account 

(2) In respect of previous years ending after 28th December 1960: 

(a) All arrears of depreciation not provided must be set off 
against the profits. 

(b) The losses of such years must be set off to the extent to which 
they consist of depreciation provided in the books. 

3.5 Transfer to Reserves 

3.5.1 Under Section 205(2A), after 1st February 1975, no 
dividend shall be declared or paid for any financial year out of the 
profits for that year arrived at after providing for depreciation in 
accordance with Section 205(2), except after the transfer to the 
reserves of such percentage of its profits for that year, not exceeding 
ten per cent as may be prescribed. However, Section 205 (2A) shall 
not be deemed to prohibit the voluntary transfer of a higher 
percentage of the profits to the reserves in accordance with the rules 
prescribed by the Central Government. 

3.5.2 Pursuant to Section 205(2A), the Central Government has 
issued rules called “the Companies (Transfer of Profits to Reserves) 
Rules, 1975“ As per the said Rules, before declaring dividend lor any 
financial year a company is required to transfer to reserves the 
following percentage of its profits: 

Rate of Dividend Percentage of current 

profits to be transferred 
to reserves 


(1) Up to 10% Nil 

(2) Between 10% and 12.5% 2.5% 

(3) Between 12.5% and 15% 5% 

(4) Between 15% and 20% 7.5% 

(5) Exceeding 20% 10% 


3.5.3 Under the said rules, a company is allowed to transfer more 
than 10% of its current profits to reserves, if the following conditions 
are fulfilled: 
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(1) Where a dividend is declared: 

(a) A minimum distribution sufficient for the maintenance of 
dividend to shareholders at a rate equal to the average of the 
rates at which dividends were declared by it over the three 
years immediately preceding the financial year is ensured; or 

(b) In a case where bonus shares have been issued in the 
financial year in which the dividend is declared or in the 
three years immediately preceding the financial year a 
minimum distribution sufficient for the maintenance of 
dividends to shareholders at an amount equal to the average 
amount (quantum) of dividend declared over the three years 
immediately preceding the financial year is ensured. 

However, it shall not be necessary to ensure such 
minimum distribution where the net profits after tax are 
/ower by 20% or more than the average net profits after tax 
of the two financial years immediately preceding. 

(2) Where no dividend is declared: 

The amount proposed to be transferred to reserves from the 
current profits shall be lower than the average amount of 
dividends to the shareholders declared by it over the three 
years immediately preceding the financial year. 

3.6 Dividend out of Reserves 

3.6.1 Section 205A (3) deals with a case where, due to inadequacy or 
absence of profits in any year, a company proposes to declare a 
dividend out of the accumulated profits earned in the previous years 
and transferred to the reserves. Such declaration of dividend shall not 
be made, except, in accordance with the rules made by the Central 
Government. Such declaration of dividend which is not in accor¬ 
dance with the rules, shall not be made except with the previous 
approval of the Central Government. 

3.6.2 In exercise of the powers conferred by Section 205A(3) the 
Central Government has issued “the Companies (Declaration of 
Dividend out of Reserves) Rules, 1975”. 

3.6.3 According to the said Rules, in the event of inadequacy or 
absence of profits in any year, a company may declare dividend out of 
the accumulated profits after tax earned in the previous year i.e. at the 
beginning of the relevant year and transferred by it to reserves, 
subject to the following conditions: 
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(1) The rate of dividend should not exceed— 

(a) the average of the rates of dividend declared in the 
immediately preceding five years, or 

(b) 10% of its paid-up capital, whichever is less. 

(2) The total amount to be drawn from reserves should not exceed 
10% of its paid-up capital and free reserves and the said amount 
should first be utilised to set off the losses incurred in the relevant 
year. 

(3) The balance of reserves after such withdrawal should not fall 
below 15% of its paid-up capital. 

3.6.4 It may be noted that the aforesaid conditions are cumulative 
and all of them have to be fulfilled in order that dividend may be 
declared out of the accumulated profits of earlier years transferred to 
reserves. 

3.7 Power of Central Government 

3.7.1 If the Central Government thinks it necessary so to do in the 
public interest, it may allow any company to declare a dividend for 
any financial year out of the profits of the company for that year or 
any previous year or years without providing for depreciation. 

4 DEPRECIATION 

4.1 The controversy as to whether depreciation should be provided 
on fixed assets or not before determining divisible profits is now set at 
rest by the express provision in Section 205 discussed above. In 
regard to the quantum of depreciation to be provided for in 
determining the divisible profits, Section 205(2) provides that 
depreciation must be provided either— 

(dj to the extent specified in Section 350; or 
(bj in respect of each item of depreciable asset, for such an amount as 
is arrived at by dividing ninety-five per cent of the original cost by 
the specified period; or 

(c) on any other basis approved by the Central Government by 
which ninety-five per cent of the original cost of each such 
depreciable asset can be written off on the expiry of the specified 
period; or 

(dJ in respect of an asset for which no rate of depreciation has been 



DIVISIBLE PROFITS AND DIVIDENDS 


621 


laid down by the Income-tax Act, or the rules made thereunder, 
on such basis as may be approved by the Central Government by 
general or special order. 

4.2 Depreciation under Section 350 

4.2.1 Section 350, Companies Act, 1956, provides that— 

The amount of depreciation to be deducted in pursuance of clause (k)ofsub-sect km 
(4) of section 349 shall be the amount calculated with reference to the written-down 
value of the assets as shown by the hooks of the company at the end of the financial 
year expiring at the commencement of this Act or immediately thereafter and at the 
end of each subsequent financial year, at the rate specifiedfor the assets by the Indian 
Income-tax Act, 1922, and the rules made thereunder for the time being in force, as 
normal depreciation including therein extra and multiple shift allowances but not 
including therein any special, initial or other depreciation or any development rebate, 
whether allowed by that Act or those rules or otherwise: 

Provided that if any asset is sold, discarded, demolished or destroyedfor any reason 
before depreciation ofsuch asset has been providedfor in full, the excess, ifany, of the 
written-down value of such asset over its sale proceeds or as the case may be. its scrap 
value, shall be written off in the financial year in which the asset is sold, discarded, 
demolished or destroyed. 

4.2.2 Section 350 makes provision in regard to three matters: 

(i) the written down value which is to be adopted; 

(ii) the method and the extent of depreciation; and 
(in) treatment of obsolescence allowances. 

4.2.3 In absence of any specific provision there has arisen a 
difference of opinion in regard to the determination of written down 
value for the purposes of Section 350. Section 350 does not clearly 
state the method and the extent of depreciation to be provided to 
arrive at such written down value but merely prescribes the method 
and extent of depreciation to be provided in respect of the years 
ending after 28th December 1960. 

4.2.4 One view is that the written down value as shown by the books 
as at the end of the first financial year expiring at or immediately after 
1st April 1956 should be taken, and normal depreciation (excluding 
extra and multiple shift allowances) at the Income-tax rates should be 
deducted each year until the notional written down value as at the end 
of the immediately preceding accounting year (i.e. the year ending 
before 28th December I960) is arrived at. This notional written down 
value should be adopted for the purpose of computing depreciatran in 
respect of the year ending after 28th December 1960. This view is 



622 


PRACTICAL AUDITING 


supported by the Company Law Board. 

4.2.5 The other view is that in absence of any express provision in 
Section 3SO for adopting a notional basis of written down value, there 
is no warrant for adopting the procedure described above. According 
to this view, it is not correct to adopt a notional written down value. 
The written down value of the immediately preceding year as per the 
books, whatever it may be, should be taken as the basis for computing 
depreciation in respect of the year ending after 28th December I960. 

4.2.6 The depreciation as per Section 350 is to be taken into account 
not only for determining the net profits under Section 349 but also for 
the purpose of calculating the arrears of depreciation under Section 
205 which are required to be stated by way of a note to the Profit and 
Loss Account. If the written down value is computed according to the 
first mentioned view there would arise a difficulty in computing such 
arrears of depreciation. 

4.2.7 In regard to the basis and the extent of depreciation to be 
provided in respect of years ending after 28th December 1960, 
Section 350 provides that the depreciation should be written off at the 
rates specified for the assets by the Income-tax Act and the rules 
made thereunder, for the time being in force. At such rates the 
company should provide normal depreciation including there in 
extra and multiple shift allowances but excluding any special, initial 
or other depreciation or any development rebate. 

4.2.8 Where any asset is sold, discarded, demolished or destroyed in 
any financial year the loss (excess of written down value over its sales 
proceeds or scrap value) should be written off in the same financial 
year. Such loss on assets is also required to be taken into account 
where a company has adopted alternative basis of providing for 
depreciation under clause (b) or clause (c) of Section 205(2). 

4.3 Specified Period 

4.3.1 For the purposes of Section 205, “specified period” in respect 
of any depreciable asset means the number of years at the end of 
which at least ninety-five per cent of the original cost of that asset to 
the company will have been provided for by way of depreciation, if 
depreciation were to be calculated in accordance with the provisions 
of Section 350. 

4 J.2 For example, in case of an asset costing Rs. 1,00,000 on which 
the prescribed rate of depreciation as per Income-tax Rules is twenty- 
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five per cent, it will require eleven years to write off by the reducing 
balance method ninety-five per cent of the original cost by way of 
depreciation. In such a case, the company may write off depreciation 
at the rate arrived at by dividing Rs. 95,000 by II, that is, the 
company may write off depreciation at the rate of 8.64% on a straight 
line method. 

4.3.3 In the case of a change in the rates of depreciation as per 
Income-tax Rules, the specified period will not change in respect of 
the assets already acquired but the new rates will apply to the assets 
acquired after such change. 

5 DEPRECIATION OF FIXED AND CURRENT ASSETS 

5.1 The treatment of depreciation in respect of “fixed”, “current” 
and “wasting” assets require special considerations. The legal aspect 
of the subject as affecting limited companies is of great importance in 
determining divisible profits, and has been the subject of some 
notable decisions. It is proposed first of all to summarise these cases, 
and from the consideration thereof to draw such general conclusions 
as may be possible. 

THE LEGAL DECISIONS 

5.2 Re Crabtree, Thomas v. Crabtree (1912, 106, L.T, 49) 

5.2.1 Held that normal charges in respect of depreciation of fixed 
assets ought properly to be made prior to the ascertainment ofprofits 
for distribution. 

5.2.2 A testator gave his trustees authority to carry on his business 
during the lifetime of his wife, and directed that the profits arising 
from the said business should be paid to her. The trustees, before 
arriving at the profits, had charged an annual sum for depreciation of 
machinery at the rate of 71/2 per cent on its original value in addition 
to the cost of repairs, and the tenant for life contended that this ought 
to be disallowed. The Court of Appeal held that following Swinfen 
Eady, J., such depreciation had been properly charged. 

5.2.3 In the course of his judgement Cozens-Hardy, M.R., said; 
‘But in the ordinary course of ascertaining the profits of a business 

where there is power machinery and trade machinery which is 
necessary in order to perform the work of the business, it is, in my 
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opinion, essential that, in addition to ail sums actually expended in 
repairing the machinery, or in renewing parts, that there should be 
also written off a proper sum for depreciation, and that sum ought to 
be written off before you can arrive at the net profits of the business, 
or at the profits of the business, and it is not profit until a proper sum, 
varying with the class of machinery, with the nature of the business, 
and the life of the machinery, has been written off for depreciation'. 

5.2.4 During the argument the case of Lee v. Neuchatel Asphalte 
Co. was referred to (see (2) below), and in the course of his remarks 
Buckley, L.J., said: 

‘The only authorities referred to were those of companies formed 
to work a wasting property, and in such a case all profit arising from 
the wasting property is divisible without any deduction for the 
depreciation in value of the wasting property. That is because the 
object of the company was to acquire a wasting property and to 
divide all the profits. That is not so here. The profits of this business 
are not ascertained until a sufficient sum has been deducted to meet 
the depreciation of the machinery. One of the witnesses in his 
affidavit referred to the “saleable value” of this machinery. That is not 
the right standard. Here it is the value of the machinery for the 
purposes of this business, not the saleable value.’ 

5.2.5 It must be remembered that the business concerned in the 
Crabtree Case was not carried on by a limited company. 

5J Lee v. Neuchatel Asphalte Co. Ltd. (1889 41 Ch. 1) 

5.3.1 Held that a company, empowered to do so by its articles of 
Association, may distribute di\>idends without making good the 
depreciation of WASTING assets. 

5 J.2 This action was brought by Mr. Lee on behalf of himself and 
all the ordinary shareholders of the Neuchatel Asphalte Company, 
with the object of obtaining an injunction to prevent the directors of 
that company from distributing a dividend to the preference 
shareholders until depreciation of the company’s property had been 
provided for. The Articles of the company provided that the directors 
should not be bound to reserve money for the renewal or replacement 
of any lease, or of the company’s interest in any property or 
concession; though as a matter of fact the company did from time to 
time write off considerable amounts, but had not made any such 
provision in the year during which the profit which it was proposed to 
distribute had arisen. 
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53.3 It may be remarked that in the case of a leasehold mine which 
cannot be exhausted during the term of the lease, the loss is 
continuous whether the mine be worked or not, and is a question of 
time as well as of output; while in the case of a freehold mine the loss is 
one of output only. The learned judge in the remarks quoted below on 
this point did not refer to the element of time. 

53.4 Lindley, L.J., in the course of his judgment said (Acct. L. R. 
1889, 26): 

“ The respondent company was formedfor the purpose of working certain asphalte 
mines of which it had got a lease. It was quite obvious that with respect to such a 
property, every ton of stuffgot out ofthat which was bought with capital represented a 
portion of capital. It was said that a division of the profit arising from the sale ofsuch 
was a return of capital. If that was so. it is not, at all events, such a return of capital as is 
prohibited by the Companies Acts. There is nothing in any of the Companies Acts 
prohibiting anything of the kind. ...It has been very Judicially and properly left to the 
commercial world to settle ho w the accounts were to be kept. The Acts do not say what 
expenses are to be charged to Capital Account and what to Revenue Account. Such 
matters were left to the shareholders: they may or may not have a Sinking Fund ora 
Deterioration Fund, the Articles of Association may or may not contain regulations 
on these matters, if they do, the regulations must be observed; if they do not, the 
shareholders can do as they like, so long as they do not misapply tlKir capital. In this 
case one of the Articles provides that the directors shall not be bound to reserve 
moneys for the renewal or replacing of any tease or of the company‘s interest in any 
property or concession.... Now, the Companies Act, 1862, does not require the capital 
to be made up if lost, and it does not prohibit payment of dividends so long as the assets 
are of less value than the capital called up. nor does it make loss of capital a ground for 
winding-up. But if a company is formed to acquire or work property of a wasting 
nature, c.g., amine, quarry, or patent, the ceqtital expended in acquiring the property 
may be regarded as sunk and gone, and if the company retains assets sufficient to pay 
its debts, any excess of money obtained by working the property over the cost of 
working it may be divided amongst the shareholders: and this is true although some 
portion of the property itself is sold, and in one sense the capital is thereby diminished. 
If it is said that such a course involves payment ofdividends out ofcapital, the answer is 
that the Acts nowhere prohibit such a payment as is here supposed. The proposition 
that it is ultra vires to pay dividends out of ctqjital is very cqjt to mislead, and must not 
be understood in such a way as to prohibit honest tradings. It is not true, as an abstract 
proposition, that no dividends can be properly declared out ofmoneys arising from the 
sale of property bought by capital. But it is true that if the working expenses exceed the 
current gains, profits cannot be divided, and that tf in such a case capital is divided and 
paid away as dividend, the capital is misapplied, and the directors implicated in the 
misapplication may be compelled to make good the amotmt misapplied — ” 

5.4 V. Natal Land and Colonisation Co. Ltd. (1892 2 Ch. 

124) 

5.4.1 Held that a company may declare a dividend out of current 
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profits without necessarily making good loss or capital. 

5.4.2 The Natal Land Company, in 1882, had charged against 
revenue £70,000 in respect of a bad debt which had been incurred, 
and, at the same time, adjusted the Profit and Loss Account by 
crediting to it practically the same sum in respect of an increase in 
value attributed to lands held by them. 

5.4.3 In 1885 a profit was made and a dividend subsequently 
declared, and the plaintiff thereupon brought this action for 
restraining the payment of the dividend. His argument was that the 
book value of the land was now in excess of the true value, and that 
the difference between the 1882 book value and the actual value 
should be written off against profits before anything could be 
appropriated for the purposes of dividend. 

5.4.4 The Court held that, assuming a part of the capital had in fact 
been lost, and not subsequently made good, no sufficient ground was 
thereby afforded for restraining the payment of the dividend; that the 
fact of the company having written up the value of the land in 1882, 
and credited the increase to the profit of that year in the manner 
described, did not place it under any obligation to bring into account 
in every subsequent year the increase or decrease in the value of its 
lands; and that, having regard to the case of Lee v. Neuchatel 
Asphalte Company Limited, it was not correct, in estimating the 
profits of a year, to take into account the increase or decrease in the 
value of the capital assets of the company. 

5.4.5 It might appear that this case supported the suggestion that a 
company might write up the value of its capital assets to conceal a 
revenue loss without being obliged to charge against revenue any 
decrease subsequently found to have occurred owing to excessive 
appreciation in the past; but it should be remembered that the Court 
did not have before it the question as to whether the bad debt should 
have been charged against revenue or not, the learned judge 
specifically stating that this point was not raised on the pleadings. 

5.5 Vemer v. General and Commercial Investment Trust Ltd. 

(1894 2 Ch. 239) 

53.1 Held that subject to its Articles, a trust company may 
distribute a dividend out of the excess of Current income over current 
expenditure, without making good loss of capital. 
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Loss of Capital 

5.5.2 This trust company had issued share capital to the extent of 
£600,000 and had borrowed £300,000 on the security of debenture 
stock. The proceeds of these issues had been invested in various 
securities authorised by the Memorandum of Association. The 
market value of such securities at the date of the accounts was 
£654,776, depreciation having thus occurred to the extent of about 
£240,000, of which it was estimated that about £75,000 represented an 
amount which there was no prospect of recovering within any 
reasonable period of time. During the company's last financial year 
the current income from investments had exceeded the current 
expenditure by more than £23,000, and the question for the Court to 
decide was whether such excess could be utilised for the purposes of 
dividend without taking into account the loss of capital to the amount 
of £75,000. 

5J.3 Lindley, L.J., in the course of his judgment, said: 

“The broad question rased by this appeal is whether a limited company which has 
lost part of its capital, can lawfully declare or pay a dividend withoutfirst making good 
the capital which has been lost. I have no doubt it can—that is to say, there is no law 
which prevents it in all cases and under all circumstance. Such a proceeding may 
sometimes be very imprudent, but a proceeding may be perfectly legal and may yet be 
opposed to sound commercial principles. We, however, have only to consider the 
legdity or illegality of what is complained of... There is tw law which prevents a 
company from sinking its c(q>ital in the purchase or production of a money-making 
property or undertaking, and in dividing the money annually yielded by it without 
preserving the capital sunk so as to be able to reproduce it intact, either before or after 
the winding-up of the company. A company may beformed upon the principle that no 
dividends shall be declared unless the capital is kept undiminidted, or a company may 
contract with its creditors to keep its capital or assets up to a given value. But in the 
absence of some special Article or contract there is no law to this effect, and, in my 
opinion, for very good reasons. It would, in my judgment be most inexpedient to lay 
down a hard-and-fast rule which would prevent a flourishing company either not in 
debt or well able to pay its debts from paying dividends, so long as its capital sunk in 
creating the business was not represented by assets which would, if sold, reproduce in 
money the capital sunk. Even a sinking fund to replace lost aqtital by degrees is not 
required by law.... But, although there is nothing in the statutes requiring even a 
limited company to keep up its capital, and there is no prohibition against payment of 
dividends out of any other of the company’s assets, it does not follow that dividends 
may be kiwfiiUy paid out of other assets, regardless of the debts and liabiiities of the 
company. A dividend presupposes a profit in some shape, and to divide as dividend the 
receipts, say, for a year, without deducting the expenses bteurred in that year in 
producing the receipts, would be as unjustifiable in point of law as it wotdd be reckless 
and blameworthy in the eyes of business men. The stone observation tqtplies to the 
payment of dividends out of bmrowed money. Further, rfthe income ofanyyete arises 
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from a cmisumption in that year of what may be called circulating capital, the division 
of such income as dividend without replacing the capital consumed in producing it will 
be a payment ofa dividend out ofcapital within the meaning of the prohibition which / 
have endeavoured to explain.... Perhaps the shortest way ofexpressing the distinction 
which I am endeavouring to ejqrlain is to say that fixed capital may be sunk and lost, 
and yet that the excess of current receipts over current payments may be divided, but 
that floating or circulating capital must be kept up. as otherwise it will enter into and 
form part of such excess, in which case, to divide such excess without deducting the 
capital which forms part of it. will be contrary to law...." 


5.6 Dovey v. Cory (National Bank of Wales case, 1901 A.C. 477) 

5.6.1 Held that a director, if he acts in good faith is entitled to rely 
on the officers of the company to prepare true and honest accounts. 

5.6.2 This was an appeal trom the decision of the Court of Appeal. 
It was sought to make the director liable in respect of alleged 
misfeasance for paying dividends out of capital. 

5.6.3 Wright, J., had previously ordered the respondent to pay 
£54,787, being £37,000, the aggregate amount of dividends paid to the 
shareholders in 1887, 1888, 1889, and part of the dividend of 1890, 
and as to the balance, interest at S per cent per annum on each of the 
dividends, holding that these dividends were in fact paid out of 
capital. Such dividends had been paid without making proper 
provision for bad debts; had these bad debts been written off there 
would have been no profits available for dividend. The Court of 
Appeal had relieved the respondent of liability on the ground that he 
had been deceived by persons he was entitled to trust, and that the 
dividends were not in fact paid out of capital utilising for the latter 
point the arguments advanced in the Lee v. Neuchatel series of cases. 

5.6.4 The House of Lords decided the case purely on the question as 
to whether the director concerned was or was not justified in reposing 
confidence in the officials of the company, and did not feel themselves 
called upon to deal with the question as to whether the dividends had 
or had not in fact been paid out of capital. 

5.6.5 Although, however, the House of Lords did not actually give 
their decision on this point, remarks were made by the Lord 
Chancellor (Lord Halsbury) and Davey, L.J., in the course of their 
judgments, which clearly showed that they were not at all inclined to 
agree with deductions drawn in the Court of Appeal from the Lee v. 
Neuchatel And other cases; and consequently doubts have been cast 
upon the finality of those decisions. 
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5.6.6 Davey, LJ., said: 

‘7 desire to express my dissent from some propositions of taw whkh were laid down 
in the Court of Appeal, and upon which your Lordships thought it right to hear the 
respondent’s counsel The learned Judges seem to have thought that a joint stock 
company, incorporated under the Companies Acts, may write off to capital, losses 
incurred in previous years, and may in any subsequent year, if the receiptsfor that year 
exceed the outgoings, pay dividends out of such excess without making up the Capital 
Account. If this proposition be well founded it appears to me that a company whose 
capital is not represented by available assets need never trouble itself to reduce its 
capital, with the leave of the Court and subject to the other conditions imposed by the 
Act of1877, in order to enable itself to pay dividends out of current receipts. My Lords, 
it may be that / have misapprehended the statement of law intended to be made by the 
learned Judges in the Court of Appeal. I think that is possible, because Ifind that m 
Verner v. General and Commercial Investment Trust (1894. 2 Ch. 124), ’Perhaps’ 
Lord Lindley says, "the shortest way of expressing the distinction which I am 
endeavouring to explain is to say that fixed capital may be sunk or lost, and yet that the 
excess of current receipts over current payments may he divided, but that floating or 
circulating capital must be kept up, as otherwise it will enter into and form part ofsuch 
excess, in which case to divide such excess without deducting the capital which forms 
pan of it will be contrary to law.' I reserve my opinion as to the effect of an actual and 
ascertained loss of part of the company i fixed capital.... But, subject tOy this 
observation, I think that the statement of law in the passage / have quoted is not open 
to objection, and it is only because the learned Judge appears to me to have departed 
from it in his judgment in the present case that I have troubled your Lordships with 
these remarks. ” 


5.7 Bond V. Barrow Haematite Steel Co. Ltd. (1902 1 Ch. 353) 

5.7.1 Held that where the Articles give power to sums put to reserve 
before the payment of a dividend, preference shareholders cannot 
compel directors to declare a dividend without making such reserves 

the directors consider necessary. 

5.7.2 The Profit and Loss Account of this company lor the year 
1900 showed a balance of £ 157,605 12s. 11 d., which was provisionally 
carried forward. No depreciation had been written off land, 
buildings, works, fixed plant, and mining leases for some years, and 
on a revaluation being made it appeared that a considerable loss had 
been sustained, and application was made to the Court for a 
reduction of capital. This was dismissed on the ground that the 
alleged loss was not proved to the satisfaction of the Court, and an 
action was subsequently taken by certain preference shareholders to 
compel the company to pay their dividends out of the credit balance 
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on Profit and Loss Account, without making good the loss stated to 
have been sustained. 

5.7.3 Farwell, J., gave judgment for the company, on the ground 
that the preference shareholders could not compel directors to 
declare a dividend without making such reserves as they considered 
necessary, but he added some further remarks on the question of the 
application of the Lee v. Neuchatel series of cases, which are of some 
importance. 

He said: 


“The Courts have, no doubt in many cases, overruled directors who proposed to pay 
dividends, but / am not aware of any case in which the Court has compelled them to 
pay when they have expressed their opinion that the state of the accounts does not 
admit of any such payment. In a matter depending on evidence and expert opinion it 
would be a very strong measure for the Court to override the directors in such a 
manner. ’’ 

5.8 Ammonia Soda Co. v. Chamberlain (1918 1 Ch. 266) 


5.84 Held that it is not necessarily illegalfor directors of a company 
to pay dividends out of the profits of the company during a current 
year without making good existing deficiencies in paid-up capital, or 
without writing offa debit to the company's Profit and Imss Account, 
occasioned by losses in previous years. 

5.8.2 The Profit and Loss Account of this company in the year 1911 
showed a debit balance of £19,028. This amount arose by debiting to 
that account certain sums for depreciation of buildings, plant and 
machinery, and also for directors’ fees and mortgage and debenture 
interest, at o time when the company’s gross trading profit was 
insufficient to provide for the purpose. 

5.8.3 In 1908, a boring made by the company to reach water for 
use in the company’s works, failed in that purpose, but showed a new 
bed of rocksalt of which the existence, was previously unknown. This 
discovery was considered to increase the value of the company’s 
property, and the directors obtained a report from two of their 
number which advised that their land should be valued at the 
increased figure of £79,166, and its value was raised in the Balance 
Sheet of 31st July 1911, from £63,246 to £83,788 by the addition of a 
sum of £20,542. This sum was credited to a Reser\’e Account and used 
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to cancel £12,990 of the debit of £19,028 on the Profit and Loss 
Account, the remainder being written off out of net profits. For the 
thirteen months ended 31st January 1912, the net profit made by the 
company was £13,030, and for the twelve months ended 31st January 
1913, £15,669. From September 1912, to April 1915, dividends 
amounting to £13,116 were paid on the preference shares of the 
company. In so far as these dividends were paid before providing for 
the £12,990 (the proportion of the debit balance on the Profit and 
Loss Account referred to above), it was claimed that they were paid 
out of capital and that the directors were liable to repay them. The Court 
of Appeal held that the revaluation of the property wasbo/io/id'ipand 
that the directors were not liable to refund any of the dividends. The 
facts were not, in any way, concealed from the shareholders, and the 
treatment adopted had been clearly drawn to their attention by the 
auditors in their report. 

5.8,4 In the course of this judgment, Swinfen Eady, L.J., said: 

“ The plaintiffs contend that, although net profits were earned during the period they 
were not available for dividend, and cannot really be considered 'profits', as in the 
earlier period of the company's history, a loss had been incurred, and they contend that 
until such loss has been first made good there cannot be any profits in the real true 
sense of the word. In my Judgment, this argument is unsound and has been exposed 
again and again. The Companies Acts do not impose any obligatton upon a limited 
company nor does the law require it, that it shall not distribute as dividend the clear net 
profit of its trading unless its paid-up capital is intact, or until it has made good all lossa 
incurred in previous years .... Counsel for the appellants invited the Court ip laydown 
that M herever there was a debit to the Profit and Loss A ccount, irrespective of the way 
in which it arose, of the stage in the company's operations, and of the nature and 
business of the company, it was illegal to divide profits subsequently earned without 
first writing off out of those profits the amount of the debit. To do so would he to fall 
into the error which Lord Macnaghten pointed out should be avoided, and would only 
serve to harass and embarrass business men, and impose upon companies a burden 
which Parliament has abstained from casting upon them. The directors in this case were 
of opinion that no capital had been really lost, and they were of opinion that the value 
of the land and works as a going concern had been increased, as a result of their boring 
and exploratory work, to a considerably greater amount thanii 19,028 — The result of 
increasing the value at which the land stood was to give a credit which would have 
enabled the debit of £19,028 to be written off Part of it was, however, actually written 
off out of subsequent net profits. Now. the debit consisted in part of a nominal 
depreciation in the fixed assets of the company, buildings, plant and machinery, and as 
regards the balance, it consisted of sums paid out of the subscribed capital of the 
company for mortgage and debenture interest and directors fees, there not being 
sufficient trading profits to provide these amounts. The transaction was carried out 
with the full approval of the shareholders in general meeting, and in all honesty md 
good faith. The dividends complained of. paid out of net earnings in the subsequent 
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years, were not paid out of capitai, but out of profits, and the defencants are. in my 
opinion, under no liability whatever to repay the same or any part ...." 

5.9 Stapley v. Read Bros. Ltd. (1924-40, T.L.R, 442) 


5.9.1 Held that a company is not precluded from paying dividends 
out of current profits where a debit balance on Profit and Loss Account 
has been written off by the restoration of goodwill as an asset at an 
agreed fair value, goodwill having previously been completely written 
off out of profits. 

5.9.2 In 1918 the company wrote off the balance of Goodwill 
Account which was then standing at £51,000, against a Reserve 
Account which had been built up out of profits. In 1921 and 1922 
there were losses resulting in a debit balance on Profit and Loss 
Account of £25,500. 

5.9.3 In 1923 a profit of £13,430 was made, but this was not 
sufficient to pay the dividend on the preference shares for 1923, and 
the arrears for 1921 and 1922. The directors proposed to re-debit 
Goodwill Account with £40,000 on the ground that this was a 
conservative value to be placed on goodwill, and to credit this sum to 
a Reserve Account. The Reserve Account was then to be utilised for 
writing off the debit balance of £25,500 on Profit and Loss Account, 
the remainder, with the profit for 1923, to be used for payment of the 
dividends on the preference shares. 

5.9.4 A shareholder thereupon applied for an injunction to restrain 
the directors from treating as profits available for distribution any 
profits previously used for writing down the company’s assets and 
subsequently written back. 

5.9.5 In the course of this judgment, Russell, J., said: 


. .If they had retained goodwill as an asset m their balance sheet, and if, instead of 
writing off its value out of profits, they had earned those profits to a goodwill 
depreciation reserve fund, they would have been at liberty at any time to distribute 
those profits, at all events to the extent by which the amount of such a reserve fund 
exceeded the amount of the actual depreciation. . . . 

“Does it make any difference that they have kept their account in another form, and 
that, instead of placing the profits to a reserve account, they have purported to apply 
them in writing off a corresponding amount of the value of the goodwill? The answer 
seems to me to depend upon the further question: Have the company finally and 
irrevocably capitalised those profits so as to disentitle themselves forever afterwards 
from restorir^ them to reserve and from dealing with them as profits? No doubt the 
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accounts showing the particular methods adopted were approved every year by the 
shareholders in general meeting; but / am not satisfied that the shareholders thereby 
intended, or bound themselves, for all time and in all circumstances to give up their 
claims to these profits and to treat them as capital only. 

“In my opinion, unless there is anything in the Companies (Consolidation) Act, 
1908, or in the constitution of the company to prohibit it, the shareholders may. if they 
think fit. write back to profit account so much of the depreciation written off goodwill 
as has proved to have been in excess of proper requirements ." 

5.10 The Legal Decisions Considered 

5.10.1 The authority of the judgments of the Court of Appeal in 
the l.£e V, Neuchatel series of decisions was regarded as somewhat 
shaken by the remarks of Lord Halsbury and Lord Davey in the 
House of Lords Appeal in Dovey v. Cory, quoted above; and the 
remarks of Farwell, J., in the Bond \. Barrow Haematite case 
further indicate that these decisions must be taken as applying to the 
specific cases concerned, and that in future each case must be taken in 
connection with the particular circumstances surrounding it. In the 
case of Ammonia Soda Co. v. Chamberlain, the Court of Appeal 
strongly confirmed the principles laid down by its predecessors in the 
Lee V. Neuchatel series of cases, and clearly indicated that if these 
were to be disturbed, it must be done by some higher Court than the 
Court of Appeal. 

5.10.2 Accordingly it becomes a matter of some difficulty to 
attempt to summarise the legal position as regards the necessity of 
providing depreciation in respect of fixed or wasting assets. 

5.10.3 Before considering how far it is wise to rely upon the 
authority of the judgments in actual practice, it is desirable to note 
the financial distinction between the result of the judgment in the 
Neuchatel case, and that in the Verner case. The latter followed the 
former from a legal point of view, but the financial position of a trust 
company is fundamentally different from that of a mining company, 
although the Court took no cognisance of this distinction. 

5.10.4 In the Neuchatel case the principal property of the company 
consisted of a leasehold mine, which was gradually exhausted in the 
process of earning income. The capital contributed by the 
shareholders was sunk in acquiring this particular property, and the 
question was whether it was necessary to make good the waste before 
distributing a dividend out of the excess of current income over 
current expenditure. The articles of the company gave power to 
distribute dividends without so making good, and from the 
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judgment of the Court, and subsequent decisions, it is clear that this 
article was not regarded as ultra vires the Companies Acts. The 
contention that any company in similar circumstances desiring to act 
in this manner must first have power under its articles to do so, thus 
falls to the ground, since had the Neuchatel Company’s article been 
ultra vires^ as was held by the plaintiffs, it could have afforded no 
authority to the company to distribute dividends without providing 
for the depreciation. 

5.10.5 In the case of a company formed for the express purpose of 
working a leasehold mine, it is probable that the shareholders of the 
company would expect it to go into liquidation on the exhaustion of 
its principal asset. If this were so and a sufficient balance of working 
capital maintained, any money retained out of profits representing 
provision for depreciation could not be utilised by the company, but 
would necessarily have to be invested in outside securities. These 
investments would gradually accumulate, and if the calculations on 
which the depreciation was based were correct, on the final 
exhaustion of the asset the company would be in possession of funds 
sufficient to pay back in full to the shareholders the nominal value of 
capital contributed by them. Though this may be considered as 
theoretically desirable, shareholders might not necessarily wish this 
course to be taken, but might prefer to receive larger dividends during 
the life of the mine. In a case of this sort, where the company is 
expected to wind up on the exhaustion of its principal asset, the 
matter becomes one of policy, and there would seem to be no reason, 
iinancial or otherwise, why the general body of shareholders should 
not receive the bulk of their proportion of capital by way of 
dividends, should they desire to do so, provided sufficient funds are 
retained at ail times for the repayment of liabilities. 

5.10.6 The Verner case, however, although it was decided on the 
precedent of the Neuchatel case, presents a totally different aspect 
from the practical point of view. 

5.10.7 The company was a trust company, and the market value of 
the investments had very largely depreciated. Although the Court 
held that the investments of a trust company are to be regarded as 
fixed assets, they cannot be called wasting assets, and therefore are 
not in the same category as, say, a leasehold mine or a cemetery. 
5.10JB The shareholders of a trust company do not anticipate that 
the securities in which the bulk of their capital has been invested are 
assets of a wasting nature. The company is not expected to wind-up 
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within any definable period; and no doubt the majority of the 
shareholders would expect their capital to be returned to them in full 
on liquidation. On the other hand, shareholders in companies of this 
nature rely upon obtaining regular income, and to be deprived of 
dividends for a long period while capital loss is made good, would 
prove a tremendous hardship in many cases. 

5.10.9 This case, therefore, cannot be regarded as similar to the 
Neuchatel case from a financial point of view, notwithstanding the 
fact that the Court treated the question of depreciation in the same 
manner. Lindley, L.J. said that although a proceeding might be 
perfectly legal, it might be opposed to sound commercial principles, 
but that the Court had only to consider the legality or illegality of the 
company’s action. 

5.10.10 The same judge made some important remarks on the 
distinction between ’fixed’ and ’current’ assets, when he said that 
’fixed' capital might be sunk and lost, and yet the excess of current 
receipts over current payments might be divided, but that ‘floating’or 
’circulating’ capital must be kept up, as otherwise it will enter into and 
form part of such excess, in which case, to divide such excess without 
deducting the capital which forms part of it, would be contrary to 
law. The term ’floating’ (or ‘circulating’) capital here used is 
equivalent to that portion of the capital represented by ‘current’ 
assets. 

5.10.11 In regard to depreciation, under Section 205, it is obligatory 
to provide for current depreciation and specified arrears of 
depreciation before distributing dividend. However, the f^ernercase 
presents a slightly different problem~as to whether it is necessary to 
provide for depreciation on the investments of a Trust company which 
are fixed assets, 

5.10.12 From the c/icia of Lindley, L.J., in both the Neuchatel and 
Verner cases it is clear that the Court will protect the interests of 
creditors and that even in a case where it may not be necessary to 
make good depreciation on wasting assets before paying a dividend 
sufficient assets must be retained to pay the company’s liabilities. 
Earlier it has been noted that under Section 205 there is no obligation 
to make good past losses (before depreciation) for arriving at the 
divisible profits but it is a matter for consideration what view the 
Court will take in case such non-deductible past losses exceed the 
capital. To declare a dividend in such a set of circumstances, it 
appears, may amount to payment of a dividend in fraud of creditors. 
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The auditor should advise the directors against distribution of 
dividend in such circumstances and if they still insist on it, he must 
state the facts clearly in his report to the members. 

5.10.13 As already indicated, doubt was thrown upon this series of 
decisions by the remarks of the Law Lords in Dovey v. Cory {supra). 
The Court of Appeal in the National Bank of Wales cKst had implied 
by their judgment that the payment of dividends without making 
provision for bad debts was not equivalent to paying dividends out of 
capital, and although the House of Lords was not required to express 
an opinion on this point, the Lord Chancellor stated that the only 
reason why he referred to it at all was lest by silence he should be 
supposed to adopt a course of reasoning which he was not satisfied 
was correct. He doubted whether such a question could ever be treated 
in the abstract at all, and expressed his opinion that distinction 
between ‘fixed’ and ‘floating’ capital might be appropriate enough in an 
abstract treatise but might be quite inappropriate when applied to a 
concrete case. His remarks clearly indicate that the House of Lords 
held their opinion on these matters in suspense, and did not desire it 
to be thought that they necessarily upheld the opinions expressed by 
the Court of Appeal in the Lee v. Neuchatel series of cases. 

5.10.14 Since, however, the decisions in these cases have not been 
challenged or overruled by the House of Lords during the long period 
which has elapsed since the obiter dictum in the National Bank of 
Wales case was pronounced these decisions must now be regarded as 
representing the established law on the subject, but bearing in mind 
the reservations on this point mentioned earlier in this chapter. 

5.10.15 In Ammonia Soda Co. v Chamberlain, the Court of 
Appeal took the view that it was not necessary in all cases to make 
good a debit balance on profit and loss account before paying 
dividends out of current profits, but regard must be had to the way in 
which such debit balance had been arrived at, the nature of the 
company’s operations, and to all the facts of the case. The 
circumstances in which the dividend is paid must not be such that‘no 
honest and reasonable man ot business’would think it right to make 
the distribution. The payment of dividends out of current profits 
without making good prior losses is not necessarily a payment of 
dividends out of capital. It is clear, however, that each case must still 
be considered on its merits, and it is very difficult to lay down any 
fixed rule. 

5.10.16 The decision in Stapley v. Read Bros. Ltd. followed the 
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Ammonia Soda Co. case in determining that dividends might be paid 
out of current profits, although the debit balance on the profit and loss 
account had not been made good out of subsequent profits. Russell, 
J., held that profits which had been utilised to write off goodwill in 
the first instance had not become irrevocably capitalised; that the 
company could place a proper valuation upon the existing goodwill 
and re-debit the account with that value, crediting the reserve 
account, and that such reserve could be utilised so far as might be 
necessary to write off the existing debit balance on profit and loss 
account or for distribution as profits available for the payment of 
dividends. 

5*10.17 It is apparent, however, that this course would only be 
permitted where the assets concerned had been previously written off 
or written-down out of divisible profits to a figure below their true 
value. Clearly, too, it would be difficult to justify a high valuation on 
goodwill after a period of successive trading losses, since goodwill is 
commonly regarded as the capitalised value of future super-profits. 

5.10.18 Under Section 20S [as discussed in para 3.4 supra], the past 
losses before depreciation, whether arising before or after 28th 
December 1960, are not to be taken into account in determining the 
divisible profits. 

5.10.19 In Bond v. Barrow Haematite Steel Company, the 
company had sustained an actual ascertained and realised loss 
exceeding £200,000 and a further estimated loss exceeding £50,000. 
Had these losses been written-off no dividend could have been paid. 

5.10.20 Farwell, J. said that the question was one of very 
considerable difficulty on the authorities, but in his opinion the result 
of these authorities was that there was no hard-and-fast rule by which 
the Court could determine what is capital and what is profit. The loss 
in this case arose in connection with certain assets which had been 
acquired in order to enable the company to produce its own ore 
instead of purchasing ore in the market, and the judge expressed the 
view that such expenditure was equivalent to expenditure on large 
stocks of ore bought in advance, and as such, any loss arising thereon 
should be treated as a loss of circulating capital, which ought to be 
made good before paying a dividend. It is apparent, therefore, that 
the classification of assets in any particular case as between ‘fixed’ 
and ‘current’ is a question of fact which will be decided by the Court, 
having regard to all the circumstances, and to the opinions of experts 
and business men, and further that the Courts are strongly disinclined 
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to lay down any general rule on the subject. 

5.10.21 As regards the question of depreciation of fixed assets 
similar remarks apply. Farwell, J. said in the case quoted above, that 
the Neuchatel case was no authority for the proposition that no 
company owning ‘wasting’ property need ever create a depreciation 
fund. In his opinion the Court decided nothing more than that some 
companies with ‘wasting’ assets need have no depreciation fund. It 
was for the Court to determine in each case on evidence whether the 
particular company ought or ought not to have such a fund. 

5.10.22 In this connection the decision of the Scottish Courts in 
Cox V. Edinburgh & District Tramways Co. {Gla.^gow Herald, }\xnt 
17th, 1898) may be noted. The company had incurred a heavy loss in 
converting their system from horse to mechanical traction, and the 
Court held that such a loss need not be made good before the payment 
of a dividend, on the ground that it might be assumed that the 
additional expenditure enhanced the value of the undertaking as a 
whole. 

5.10.23 It is clear, however, that a distinction must be drawn 
between a fixed asset which is held as the company’s principal object 
and one, such as plant and machinery, which is merely incidental to 
the company’s main purpose. When plant and machinery is 
exhausted it must be replaced and it would, therefore, be 
commercially inprudent to fail to provide for its depreciation. 

6 CAPITAL PROFITS 

6.1 The question as to whether capital pruiils are available for the 
payment of dividends, and if so, under what circumstances, is a 
particularly important one, and there have been two cases decided 
which will now be summarised, and from which it will be possible to 
draw some general conclusions. 

THE LEGAL DECISIONS 

6.2 Lubbock v. The British Bank of South America (1892 2 Ch. 
198) 

6 J. 1 Held that a profit made on the sale ofa part of the undertaking 
of a company is available for dividend, if the articles so permit. 

6.2.2 This company, under the name of the English Bank of Rio de 
Janeiro, had sold to another bank its goodwill and property in Brazil 
for a sum of £875,000, agreeing, upon the payment of that sum to 
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discontinue the use of its name, and to adopt a name not indicatinga 
bank doing business in Brazil, and also contracting to refrain from 
carrying on business in Brazil. Subsequently this restraint was 
released on payment by the defendant bank of £75,000. It was then 
proposed to distribute £205,000 which consisted of the original 
consideration for the Brazilian business, less the paid-up capital of 
the company (£500,000), the £75,000 referred to above, and sundry 
other payments for outgoings and compensations in reference to the 
sale of the Brazilian Bank. 

6.23 Chitty, J. held that the £ 205,000 was plainly profit on capital, 
and not part of the capital itself, for that sum was the surplus 
ascertained after the liabilities and capital were placed on one side of 
the account and the assets on the other. Under the Articles of the 
company the directors were justified in carrying over the £205,000 to 
the Profit and Loss Account; and having appropriated to the Reserve 
Fund so much of the sum as they thought fit, they could distribute the 
remainder as dividends after an ordinary meeting, called in 
pursuance of the Articles, had passed the requisite resolution. 

63 Foster v. The New Trinidad Lake Asphalte Company Ltd. 

(1901 1 Ch. 208) 

63.1 Held that a realised appreciation in the value of a book debt 
taken over by a company at its formation is not profit available for 
dividend, unless such surplus remains after a revaluation of the whole 
of the assets. 

63.2 This company at its formation had taken over amongst other 
assets a debt of $ 100,000 secured by promissory notes. This debt was 
not then regarded as of any value, but subsequently it was paid in full, 
together with interest accrued, realising £26,258 16s. As no value was 
placed on this asset in the company’s books, the amount received was 
treated as a profit, and it was proposed by the directors to regard it as 
available for dividend, and to distribute it accordingly, without 
taking into account any decrease in the value of other assets. 

63.3 Byrne, J., in the course of his judgment restraining the 

distribution^ said: 

"/I appears to me that the amomt in question is prima facie capital <md that ! have 
no evidence which would jmttfy me in saying that it has changed its character because it 
has turned out to he of greater value than had been expected....! must not, however, be 

understoodas determining that this sum or a portion of it may not properly be brought 

into Profit and loss Account or be taken into accomt in ascertaining the amomt 
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available for dividend. That appears to me to depend upon the result of the whole 
account for the year. It is clear, I think, that an appreciation in total value of capital 
assets, if duly realised by sale or getting in of some portion of such assets, may in a 
proper case be treated as availablefor purposes ofdividend. This, I think, is involved in 
the decision in the case o/Lubbock v. British Bank of South America (18922 Ch. 198), 
cited with approval by Lord Undley in Verner v. General and Commercial Investment 
Trust (1894 2 Ch. 239, atpage265), where he says' ‘Moreover, when it is said and said 
truly, that dividends are not to be paid out of capital the word “capital" means the 
money subscribed pursuant to the Memorandum of Association, or what is 
represented by that money. Accretions to that capital may be realised and turned into 
money, which may be divided amongst the shareholders, as was decided in Lubbock v. 
British Bank of South America.’ If 1 rightly appreciate the true effect of the decisions, 
tlx question of what is profit available for dividend depends upon the result of the 
whole accounts fairly taken for the year, capital, as well as profit and loss, and 
although dividends may be paid out of earned profits, in proper cases, although there 
has been a depreciation of capital, I do not think that a realised accretion to the 
estimated value of one item of the capita! assets can be deemed to be profit divisible 
amongst the shareholders without reference to the result of the whole accounts fairly 
taken ." 

6.4 The Legal Decisions Considered 

6.4.1 From a consideration of the above cases taken in conjunction 
with one another, it may be said that capital profits are not available 
for dividend unless; 

(1) The Articles of Association permit such distribution; 

(2) The surplus is realised'., and 

(3) Such surplus remains after a proper valuation of the whole of the 
assets has been fairly taken. 

6.4.2 It should be noted, howevct, that in the case of Dimbula 
Valley (Ceylon) Tea Co. Ud, v. Laurie[(l96l) I AllE.R.769]Buckley, 
J., expres^ the view that a surplus on capital account resulting from 
a bona fide revaluation made by competent valuers was available for 
paying up bonus shares to b^ issued to the members even though it 
was not realised. The judge did, however, point out that a distribution 
from such a source would not,, normally, be regarded as wise 
commercially. 

6.4.3 In the New Trinidad case the company were not apparently 
prepared to revalue the whole of their assets; had they been willing to 
do so, and had they been able to prove to the satisfaction of the Court 
that a capital profit was finally shown, there is no doubt but that 
the Court would have permitted such a profit to be distributed as 
dividend. 

64.4 Where expenditure of a capital nature has been charged to 
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revenue, a company can subsequently reimburse revenue out of 
capital; and the same procedure can be followed where an estimated 
loss on Capital Account has been charged to revenue, but the assets 
have subsequently appreciated in value [Mills v. Northern Rly. of 
Buenos Ayres Co., 1870 5 Ch. 621; Bishop v. Smyrna and Cassaba 
Rly. Co. (No. 2), 1895 2 Ch. 596]. 

6.4.5 It has been seen that a capital profit arising on a bona fide 
revaluation of fixed assets can be utilised to write off a debit balance 
on Profit and Loss Account arising in prior periods, thus enabling 
dividends to be paid out of current profits {Ammonia Soda Co. v. 
Chamberlain, supra). 

7 DIVISIBLE PROFITS-SLMMARY 

7.1 Having regard to the fact that the legal decisions which have 
been given on the question of divisible profits depend to a very large 
extent on the circumstances of each particular case, it is somewhat 
hazardous to attempt to lay down in general terms any definition of 
divisible profits. From the auditor's point of view, however, it is 
desirable that some general rule should be formulated. Subject, 
therefore, to the provisions of Section 205, to the qualifications as 
mentioned above and to the Memorandum and Articles of the 
company concerned, the divisible profits of a company maybe said to 
be: 

(1) The excess of current income over current expenditure after 
making good depreciation of current assets as well as fixed assets 
(as provided in Sections 205 and 350) and retaining sufficient 
funds to pay liabilities, but without necessarily taking into 
account arrears of depreciation of fixed assets in respect of the 
years ending before 28th December 1960. 

(2) Capital profits may be divisible if they are realised and a surplus 
remains after making good any capital losses, and if it is within 
the powers of the company to distribute such capital profits. 

(3) Revenue losses must be made good before revenue profits can be 
distributed, and capital losses mustbe made good before capital 
profits can be distributed; but capital losses need not necessarily 
be made good before revenue profits arc distributed. 

(4) It is not, hdwever, necessary to make good existing deficiencies in 
paid-up capital or write-off of a debit on the company’s Profit 
and Loss Account occasioned by losses (before depreciation)^~ 
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previous years but in such cases it should be seen that sufficient 
funds are retained to pay the liabilities of the company. 

7.2 The auditor should, therefore, consider each case in practice 
according to the circumstances. In all cases, where no provision is 
made for depreciation, the fact that no provision has been made 
should be stated in the Profit and Loss Account and the quantum of 
arrears of depreciation computed in accordance with Section 205 of 
the Act should be disclosed by way of a note. Where the dividend is 
proposed in contravention of the provisions of Section 205, the 
auditor should draw the attention of the directors and the members to 
this point. 

8 DIVIDENDS 

8.1 The divisible profits of a company having been considered, 
there remain a number of points which require to be dealt with in 
connection with the declaration and payment of dividends. 

8.2 Payment of Dividends 

8.2.1 Section 205(3) provides that no dividend shall be payable 
except in cash. However, this provision shall not be deemed to 
prohibit the capitalisation of profits or reserves of a company for: 

(i) the purpose of issuing fully paid-up bonus shares; or 

(ii) paying up any amount for the time being unpaid on any shares 
held by the members of the company. 

8.2.2 Section 205(5X6) provides that any dividend payable in cash 
may be paid by cheque or warrant sent through the post directed to: 

(i) the registered address of the shareholder entitled to dividend; or 

(ii) in the case of joint shareholders, to the registered address of the 
joint shareholders first named on the register of members; or 

(in) such persons and to such address as the shareholder or the joint 
shareholders may in writing direct. 

8.2.3 Section 206 requires that no dividend shall be paid by a 
company in respect of any share tnerein, except— 
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(a) to the registered shareholder of the share or to his order or to his 
bankers; or 

in case a share warrant has been issued, to the bearer of such 
warrant or to his bankers. 

This provision is not deemed to require the bankers of a registered 
shareholder to make a separate application to the company for the 
payment of dividend. 

8.2.4 Section 207 provides that where a dividend has been declared 
by a company but has not been paid, or the warrant in respect thereof 
has not been posted, within forty-two days from the date of the 
declaration, to any shareholder entitled to dividend, every director of 
the company; shall, if he is knowingly a party to the default, be 
punishable with simple imprisonment up to seven days and fine. 

8.2.5 However, no offence shall be deemed to have been committed 
under the above provision in the following cases, namely: 

(a) where the dividend could not be paid by reason of any law; 

(b) where a shareholder has given directions to the company 
regarding the payment of the dividend and those directions 
cannot be complied with; 

(c) where there is a dispute regarding the right to receive the 
dividend; 

(d) where the dividend has been lawfully adjusted by the company 
against any sum due to it from the shareholder; or 

(e) where, for any other reason, the failure to pay the dividend or to 
post the warrant within the period aforesaid was not due to any 
default on the part of the company. 

8.2.6 Under Section 93, a company may, if so authorised by its 
Articles, pay dividends in proportion to the amount paid up on each 
share where a larger amount is paid up on some shares than on others. 

8.2.7 Clause 89 of Table “A” provides that the Board may deduct 
from any dividend payable to any member, any sum presently 
payable by him to the company on account of calls or otherwise in 
relation to the shares of the company. 

Clause 94 of Table “A” provides that no dividend shall bear interest 
against the company. 

8.3 Unpaid Dividends 

8.3.1 If the dividend declared by the company, after 1st February 
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1975, has not been paid^ or the warrant in respect thereof has not been 
posted within 42 days from the date of the dedaration, the company 
is required within 7 days thereof to transfer the unpaid amount of 
dividend to a special account to be opened by the company in a 

scheduled bank to be called, “Unpaid Dividend Account of. 

.Company Limited / Company (Private) Limited”. 

8.3.2 In case, the company makes default in transferring the unpaid 
dividend as required by section 205A(I), the company shall pay 
interest at 12% on the amount of dividend not so transferred. 

8.4 Interim Dividends 

8.4.1 Under Clause 86 of Table “A”, Companies Act, 1956, the 
Board may from time to time pay to the members such interim 
dividends as appear to it to be justified by the profits of the company, 
and where this Table applies, or the operation of this clause is not 
excluded, the directors will have this power. Most companies having 
Articles of their own empower the directors to pay interim dividends. 

8.4.2 In view of the requirements of Section 205, a Company, 
before it declares or pays any dividend, must arrive at the profits: 

(a) after providing for current depreciation 

(b) after providing for arrears of depreciation and 

(c) after transfer to l^e reserves^ the prescribed percentage of the 
profits not exceeding 10%. 

These stipulations apply both to the final dividend as well as the 
interim dividend. Hence a Company before it makes payment of 
interim dividend must out of its profits after depreciation, transfer 
to the reserves the prescribed percentage of the estimated profits of 
the year. 

8.4.3 The question as to whether a company is justified in paying an 
interim dividend, and, if so, to what extent, is a most important one, 
and the advice of the auditor is frequently requested. In such 
circumstances, he should suggest that interim accounts be prepared 
for the purpose of ascertaining what profits have been made. Many 
companies have half-yearly accounts prepared for this reason. 
Assuming such accounts to have been prepared, and that a profit is 
shown after making ail the necessary adjustments and proper 
provisions for depreciation, bad debts, e^., the question will arise as 
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to what proportion of such profit can be applied in payment of an 
interim dividend. Certain consideration must be taken into account 
before it is possible to arrive at a decision as to the rate of dividend to 
be paid. Where the dividend is in respect of preference shares, and is 
expressed as being payable half-yearly, and there is ample margin of 
profit, the full half-yearly dividend may be paid; but in the case of 
ordinary shares it is advisable that the interim dividend should be 
declared at a lower rate than that of the estimated dividend for the 
whole year. 

8.4.4 It must be remembered that an interim dividend is only a 
payment on account of the dividend for the whole year and 
consequently, if an interim dividend is declared in respect of profits 
earned during a portion of the year, and during the remainder of the 
year a loss is made resulting in a loss for the whole year, the interim 
dividend will have been paid out of capital or past accumulations of 
profit. 

8.4.5 The general conditions and prospects of the trade carried on 
by the company must, therefore, be taken into account in this 
connection. The financial aspect of the matter also requires 
consideration. If the liquid position of the company is not strong, and 
the whole of the funds in hand are required for carrying on the 
business, it is not advisable to reduce the resources further by 
distributing an interim dividend, but this general principle may be 
subject to special considerations. 

8.4.6 Where a bonus was improperly declared on the faith of a 
surplus shown by a Receipts and Payments Account, without the 
preparation of a Profit and Loss Account and Balance Sheet, and 
without making due allowance for outstandings, the Court ordered a 
director who had participated in the bonus to refund the amount 
received by him (Ranee’s Case,, 1870, L.R. 6 Ch. App. 104). 

8.5 Final Dividends 

8.5.1 Clause 85 of Table “A” provides that the company in general 
meeting may declare dividends, but no dividend shall exceed the 
amount recommended by the Board. 

8.5.2 Where a company has no power under its Articles to declare 
any “further dividend”, it would be ultra-vires to declare a further 
dividend at iin Extraordinary Meeting. The declaration of a further 
dividend beyond a final dividend is beyond the powers of the 
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company {Biswanath Khaitan v. New Central Jute Mills Co. Ltd.^ 
1961, 31 Comp. Cas., 125). 

8.5.3 In Raghunandan Neotia v. Swadeshi Cloth Dealers Ltd., 
1964, 34 Comp. Cas., 570—the Calcutta High Court held that 
declaration of dividends is a business of the Annual General Meeting. 
Dividends cannot be declared retrospectively with reference to 
previous years, the accounts of which are closed at Annual General 
Meetings. Any Articles contrary to this proposition are ultra-vires 
the Companies Act and void. 

8.5.4 The Articles usually give the directors power to declare and 
pay final dividends on preference shares, but not on ordinary shares, 
a resolution of the members in general meeting being required to 
authorise the latter. 

8.5.5 In no case should a final dividend be declared until the 
accounts of the year have been prepared and the actual divisible 
profits ascertained. The considerations which will guide the directors 
in recommending to the members the amount of the final dividend 
are similar to those discussed above; and it has already been pointed 
out that in most cases no dividends can be declared unless previously 
recommended by the directors, and that they usually have absolute 
discretion as to the amount they consider it advisable should be 
distributed, having regard to the actual profits earned by the 
company, and to their power to place to reserve any amount they may 
think necessary before recommending the payment. In Bond v. 
Barrow Haematite Steel Co. (1902 1 Ch. 353), Farwell, J. said that 
the Court would be very reluctant to compel directors to divide more 
than they thought proper; and the Courts will not compel a division 
of profits up to the hilt, as they regard kas perfectly proper and lawful 
for a company to carry forward a portion of the year’s profits to the 
credit of next year’s Profit and Loss Account (Burlandv. Earle, 1902 
A.C. 93). 

8.5.6 Clause 88 of the present Table **A” provides that— 

(1) Subject to the rights of persons, if any entitled to shares with 
special rights as to dividends, all dividends shall be declared and 
paid according to the amounts paid or credited as paid on the 
shares in respect whereof the dividend is paid, but if and so Itmg 
as nothing is paid upon any of the slutres in the company, 
dividends may be declared and paid according to the amounts of 
the shares. 

(2) The amount paid on a share in advance of calls should not be 
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treated for this purpose as an amount paid on the share. 

(3) All dividends shall be apportioned and paid proportionately to 
the amounts paid or credited as paid on the shares during any 
portion or portions of the period in respect of which the dividend 
is paid; but if any share is issued on terms providing that it shall 
rank for dividend as from a particular date such share shall rank 
for dividend accordingly. 

8.6 Arrears of Cumulatjve Preference Dividends 

8.6.1 There must be shown as a note or in a statement or report 
annexed to the accounts the amount of any arrears of preference 
dividends before deduction of income tax, and the period for which 
the dividends or, if there is more than one class, each class of them are 
in arrear. When the dividends are payable free of income tax, the free 
of tax amount of the arrears will be shown, and this fact stated 
(Schedule VI, Part 1, Companies Act, 1956). 

8.7 Dividends Paid out of Capital 

8.7.1 Dividends must only be paid out of profits and cannot be paid 
out of capital, and if the Memorandum or Articles of Association 
give power to the company to do so, such power is invalid ( Vemer v. 
General & Commercial Investment Trust Ltd., 1894, 2 Ch. 239; re 
Sharpe, 1892, 1 Ch. 154). 

8.7.2 Where it is alleged that a dividend has been paid out of capital, 
the onus of proof is on the plaintiff. 

8.7.3 Directors who knowingly pay dividends out of capital are 
personally liable to make good the amount of such dividends to the 
company {Oxford Benefit Building Society, 1886, 35 Ch. D. 502; re 
London & General Bank, 1895, 2 Ch. 673; re Kingston Cotton Mill 
Company, (No. 2), 1896, 2 Ch. 279); but where such payment was 
made on the faith of a bona fide valuation of a company’s assets, 
which subsequently proved to be an over-estimate, the directors were 
not liable {Stringer's Case, 1869,4 Ch. 475; Ranee's Case, 1870,6 Ch. 
104); although if the Article states thatdivideiuls are only payable out 
of realised profits, the directors may be responsible for a dividend 
paid out of estimated proiil^ {Oxford Benefit Building Society, 1886, 
35 Ch. D. 502). 

8.7.4 Directors are entitled to rely upon reports and valuations of 
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trusted officers of a company, unless there is ground for suspicion {Re 
Kingston Cotton Mill Co. [No. 2], 1896, 2 Ch. 279; Dovey v, Cory, 
1901, A.C 477). 

8.7J If dividends are received by members who know that they 
have been paid out of capital, the directors may have a right of 
indemnity against such members to the extent that, they have 
respectively received dividends, although they have no such right of 
indemnity if they represented that the dividend was paid out of profits 
{Moxham v. Grant, 1900, 1 Q.B. 88); but the directors will primarily 
be liable to the company {Re Alexandra Palace Co., 1882, 21 Ch. D. 
149; National Funds Assurance Co., 1878, 10 Ch. D. 118). Where an 
interim dividend has been paid out of capital owing to a bona fide 
mistake, and the directors propose to recoup such dividend out of 
profit before distributing any further dividends, a member who has 
received such dividend cannot maintain an action against the 
directors {Towers v. African Tug Co., 1904, 1 Ch. 558); and when 
dividends improperly paid out of capital have been made good out of 
subsequent profits, liability ceases to attach to the directors ( Boalerv. 
The Watchmakers' Alliance and others, 1903, Acct. L.R. 23). 

8.7.6 The liability of the auditor in connection with the payment of 
dividends out of capital is fully dealt with in Chapter Xlll. 

8.8 Vouching Dividends 

8.8.1 The checking of the payment of dividends is dealt with in para 
7 of Chapter 24. 

8.9 Reserves for the Equalisation of Dividends 

8.9.1 Where the profits of a company fluctuate considerably from 
year to year, it is sometimes found desirable to institute a reserve for 
the equalisation of dividends, profits being transferred to the credit of 
this account in good years, and withdrawn subsequently should the 
current year’s profits be insufficient to pay the rate of dividend 
desired. 

8.9.2 If the circumstances of the company are such that the amounts 
so placed to the credit of the Equalisation Reserve are liable to 
become locked up in the general assets of the company, and thus not 
readily available for the payment of cash dividends when required, it 
may be desirable that the amounts placed to the credit of the 
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Equalisation Reserve Account should be represented by specific 
investments, which can be realised as occasion arises. 

Equalisation reserves will be shown in the Balance Sheet as revenue 
reserves. 

8.9.3 Section 205A (3) provides for restriction on payment of 
dividend out of reserves and the same has been dealt with in para 3.6 
above. 
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1 THE SOURCES OF LIABILITY 

1.1 An auditor’s liability, in relation to accounts which he has 
audited, may arise from any of the following sources: 

(1) Contractual liability, and/or 

(2) Statutory liability. 

1.2 The nature of the liability, which may arise, may fall into two 
categories, viz., 

(0 Civil liability— 

Companies Act, 1956 
(ii) Criminal liability— 

Companies Act, 1956 
Indian Penal Code 

2 LIABILITY FOR NEGLIGENCE 

2.1 Every agent is presumed to bring reasonable skill and diligence 
to bear upon the work which he is employed to do, and an auditor, 
who may be said to be an agent to the extent of his duties as auditor, is 
no exception to this rule. If, therefore, an auditor is guilty of 
negligence in the execution of his duty, he may be held liable to make 
good any damage resulting from that negligence. 

2.2 This liability springs from the general principle of law that 
where a person is under a legal duty to take care, whether, imposed by 
specific contract or otherwise, the failure to exercise a reasonable 
standard of care will make that person responsible for any resultant 
damage or loss to those whom the duty is owed. 

23 What conduct satisfies the standard of care required will, in any 
particular case, depend entirely upon the circumstances. The general 
degree of skill and diligence attained by auditors is of high standard, 
and the question as to whether an auditor is or is not guilty of 
negligence in any particular case, is largely determined by a reference 
to the standard to which the contemporary members of the 
profession conform. 

2.4 It will readily be appreciated that contemporary standards 
provide an ever-shifting criterion, and this has never been more true 
than at the present time, when judges are likely to place far less 
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reliance than in previous years upon legal decisions reached when the 
professional standards and skills demanded of an auditor were, from 
both a statutory and a conventional viewpoint, far less exacting. This 
should be firmly borne in mind when considering the case decisions 
relating to the auditor's liability later in this chapter. Particular 
attention should accordingly be paid to the decisions which have been 
made in more recent years. 

3 LIABILITY UNDER STATUTE 

(A) CIVIL 

3.1 Under the Companies Act, 1956, by virtue of Section 2(30), the 
term “Officer” includes an auditor for the purposes of Sections 477, 
478, 539, 543, 545, 621, 625 and 633. 

3.2 Companies Act, 1956 

3.2.1 Section 539 provides for penalty for falsification of books. See 
para 3.3.2. 

3.2.2 Section 543 deals with the power of the Court, in course of 
winding up, to assess damages against delinquent officers: 

(a) who have misapplied, or retained or become liable or 
accountable for, any money or property of the company; or 

(b) who have been guilty of any misfeasance or breach of trust. 

3.2.3 If in the course of the winding up of a company it appears that 
the auditor has been guilty of any misfeasance or breach of trust in 
relation to the company, he may be held liable as an officer of the 
company. The Court, on the application of the Official Liquidator, 
the liquidator or any creditor or contributory, may examine into his 
conduct, and compel him to contribute such sum to the assets of the 
company by way of compensation in respect of the misfeasance or 
breach of trust as the Court thinks just. Liability under this section 
can only arise in the case of the winding up of a company. 

3.2.4 Section 633 deals with power of the Court to grant relief in 
certain cases. Where in any proceedings for negligence, default, 
breach of duty, misfeasance or breach of trust against an officer 
(including an auditor), it appears to the Court hearing the case— 

(a) that he is or may be liable; and 

(b) that he has acted honestly and reasonably; and 

(c) that, having re^d to idl the circumstances of the case, including 
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those connected with his appointment, he ought fairly to be 
excused for the negligence, etc. 

the Court may relieve him wholly or partly on such terms as it may 
think fit. 

3.2.5 Where any such auditor has reason to apprehend that any 
proceeding will, or might be brought against him, in respect of any 
negligence, default, breach of duty, misfeasance or breach of trust, he 
may apply to the High Court for relief without waiting for 
proceedings to be taken against him. The Court, on such an 
application, has the same power to relieve him as it would have had if 
it had been the Court before which proceedings against him for 
negligence, etc., has been brought. 

3.2.6 Section 233 provides as under: 


"If any auditor’s report is made, or any document of the company is signed or 
authenticated, otherwise than in conformity with the requirements of section 227 and 
229, the auditor concerned, and the person, ifany, other than the auditor who signs the 
report or signs or authenticates the document, shall, if the default is wilful, be 
punishable with fine which may extend to one thousand rupees. ’’ 

3.2.7 Section 57, provides that a prospectus shall not include a 
statement purporting to be made by an expert (which expression 
includes an accountant), unless he is not or has not been engaged or 
interested in the formation or promotion or in the management, of 
the company. Under Section 59, every person who is knowingly a 
party to the issue of a prospectus in contra^ention of Section 57, is 
punishable with a fine which may extend to Rs. 5,000. 

3.2.8 Under Section 62, where a prospectus is issued inviting 
persons to subscribe for shares or debentures of a company, an 
accountant is liable, in respect of an untrue statement, purporting to 
be made by him as an expert, to pay compensation to every person 
who subscribes for any shares or debentures on the faith of the 
prospectus, for any loss or damage he may have sustained by reason 
of any untrue statement included therein. However, the accountant 
will not be so liable if he proves that— 

(1) he withdrew his consent, in writing before delivery of the 
prospectus for registration; or 

(2) after delivery for registration and before allotment, he, on 
becoming aware of the untrue statement, withdrew his consent in 
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writing and gave reasonable public notice of the withdrawal and 
of the reasons therefor; or 

(3) he was competent to make the statement and that he had 
reasonable grounds to believe, and did up to the time of 
allotment, believe, that the statement was true. 

3.2.9 Section 62 (4) provides for indemnity where the accountant 
has either not given consent under Section 58 or has withdrawn it 
before the issue of the prospectus. 

(B) CRIMINAL 

3.3 Companies Act, 1956 

3.3.1 If an auditor in any return, report, certificate, Balance Sheet, 
prospectus, statement or other document required by or for the pur¬ 
poses of any of the provisions of the Act, makes a statement false in 
any material particular, knowing it to be false, or omits any material 
fact knowing it to be material, he may, save as otherwise expressly 
provided in the Act, be punishable with imprisonment for a term 
which may extend to two years and may also be liable to a fine 
(Section 628). 

3.3.2 Section 539 provides that where an auditor of a company 
which is being wound up, with intent to defraud or deceive any 
person— 

(a) destroys, mutilates, alters, falsifies or secretes, or is privy to the 
destruction, mutilation, alteration, falsification or secreting of, 
any books, papers or securities; or 

(b) makes, or is privy to the making of, any false or fraudulent entry 
in any register, book of account or document belonging to the 
company. 

he shall be punishable with imprisonment for a term which may 
extend to seven years, and shall also be liable to fine. 

3.3.3 Section 68 deals with penalty for fraudulently inducing 
persons to invest moneys. 

3 J.4 In view of these provisions, the auditor should be extremely 
cautious while certifying any statements for inclusion in a prospectus 
or any statements on the basis of which any person may be induced to 
invest moneys. 
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3^ The Indian Penal Code 

3.4.1 Section 197 of the Indian Penal Code, provides that whoever 
issues or signs any certificate required by law to be given or signed, or 
relating to any fact of which such certificate is by law admissible in 
evidence, knowing or believing that such certificate is false in any 
material point, shall be punishable in the same manner as if he gave 
false evidence. 

4 INDEMNITY 

4.1 Under Section 201, except as provided therein, any provision, 
whether contained in the Articles, or in an agreement or in any other 
instrument for exempting the auditor from or indemnifying him 
against, any liability which, by virtue of any rule of law, would 
otherwise attach to him in respect of any; 

(1) negligence; 

(2) default; 

(3) misfeasance; 

(4) breach of duty; or 

(5) breach of trust; 

of which he may be guilty in respect of the company, is void. 

4.2 However, a company may indemnify an auditor against any 
liability incurred by him in defending any proceedings, whether civil 
or criminal: 

(i) in which judgment is given in his favour; or 

(ii) in which he is acquitted or discharged; or 

(Hi) in connection with any application under Section 633 in which 
relief is granted to him by the Court. 

4.3 Under Article 99, Table “A”, every officer or agent of the 
company may be indemnified out of the assets of the company 
against any liability incurred by him in respect of proceedings for 
which an exception is made as aforesaid. 

5 MAJOR LEGAL DECISIONS 

5.1 A summary of the major legal decisions of the past is given 
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below, and a detailed consideration of these decisions, and others 
subsequent thereto, will follow in the next section. 

5.2 Leeds Estate Building and Investment Co. v. Shepherd (1887 36 

Ch. D. 787) 

5.2.1 Held that an auditor who fails to satisfy himself that 
transactions are ultra vires the director is negligent. 

5.2.2 This company was formed for the purpose of dealing in loans 
and lending money on mortgage; the remuneration of the directors 
was payable in proportion to the dividend paid, no dividend being 
payable except out of profits. No profit was made by the company 
during the whole period in which it carried on business, except in one 
year. The action was brought by the company against the directors, 
the manager, and the auditors, to make them liable in respect of 
certain sums paid out of capital for dividend, and the fees and 
bonuses of the directors and manager respectively. The Balance 
Sheets were false and misleading, and contained fictitious items, 
haying been prepared with a view to the declaration of dividends. 

5.2.3 The accounts were examined by the auditor, but he was not 
furnished with a copy of the articles, the provisions of which had not 
been complied with. The directors were not aware that dividends had 
been paid out of capital, or that the Balance Sheets were inaccurate. 

5.2.4 In the course of his judgment, Stirling, J. said: 

“It is the duty of the auditor not to confine himselfmerely to the task ofascertaining 
the arithmetical accuracy of the balance sheet, but to see that it is a true and accurate 
representation of the company's affairs. It was no excuse that the auditor had not seen 
the articles when he knew of their existence. The Statute of Umitations had been 
pleaded on his behalf, and the plea had not been resisted so that his liabUity would be 
limited to the dividends paid within six years of the commencement of the action ." 

53 In re London and General Bank (No. 2) (1895 2 Ch. 673) 

53.1 Held that an auditor, who does not report to the shareholders 
the facts of the case when the balance sheet is not properly drawn up, 
is guilty of misfeasance. 

53.2 This was an appeal by Mr. Theobald, one of the auditors of 
the London & General Bank, which was being wound up, against an 
o^der made by Vaughan Williams, J., under Section 10 of the 
Companies (Winding-up) Act 1890 (corresponding to Section 543, 
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Companies Act, 1956). By this order Mr. Theobald and the directors 
of the bank were declared jointly and severally liable to pay to the 
Official Receiver of the company two sums of £5,946 12s. and £8,486 
11s., being respectively the amounts of dividends declared and paid by 
the bank for the years 1890 and 1891, with interest on those sums. The 
grounds on which this order was made on Mr. Theobald were that 
these dividends were paid out of capital, and that such payment was 
made pursuant to resolutions of the shareholders, based upon the 
recommendations of the directors of the bank, and upon Balance 
Sheets prepared and reported on by Mr. Theobald, which did not 
fully represent the financial position of the company. 

5.3.3 The failure of the company was principally due to the fact that 
large sums had been advanced to customers on loan and current 
account, in respect of which the security lodged was entirely 
insufficient, and the dividends in question were paid out of sums 
taken to the credit of profit and loss account in respect of interest on 
such advances, which interest was never, as a fact, paid. Had proper 
provision been made for bad debts in respect of sums advanced, and 
interest accrued thereon, the accounts of the company would not 
have shown a profit, but a loss. 

5.3.4 The Court held that the auditor was liable to refund, by way of 
damages, the amount of the second dividend, on the ground that he 
was aware of the critical position of affairs, and acted negligently in 
not reporting the facts to the shareholders, although he reported 
them to the directors. As regards the first dividends, the Court did not 
hold the auditor liable, as it was of opinion that the evidence was not 
sufficiently strong to establish a case of misfeasance against him, 
although It thought he was guilty of an error of judgment. 

5.3.5 In the course of his judgment, Lindley, L.J., said (Acet. L.R. 
1895, 173): 


"It is no part of an auditor i duty to give advice either to directors or shareholders as 
to what they ought to do. An auditor has nothing to do with the prudence or 
imprudence of making loans with or without security. It is nothing to him whether the 
business of a company is being conducted prudently or imprudently, profitably or 
unprofitably; it is nothing to him whether dividends are properly or improperly 
declared, provided he discharges his own duty to the shareholders. His business is to 
ascertain and state the true financial position of the company at the time of the audit 
and his duty is confined to that. But then comes the question; How is he to ascertain 
such position ^ The answer is: By examining the booksof the company. But he does not 
discharge his duty by doing this without enquiry, and without taking any trouble to see 
that the books of the company themselves show the company‘s true position. He must 
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take reasonable care to ascertain that they do. Unless he does this, his duty will be 
worse than a farce. Assuming the books to he so kept as to show the true position of the 
company, the auditor has to frame a balance-sheet showing that position according to 
the books, and to certify that the balance-sheet presented is correct in that sense. But 
his first duty is to examine the books, not merely for the purpose of ascertaining what 
they do show, but also for the purpose of satisfying himself that they show the true 
financial position of the company. An auditor, however, is not bound to do more than 
exercise reasonable care and skill in making enquiries and investigations. He is not an 
insurer; he does not guarantee that the books do correctly show the true position of the 
company's affairs: he does not guarantee that his balance-sheet is accurate according 
to the books of the company. Ifhe did, he would be responsible for an error on his part, 
even if he were himself deceived, without any want of reasonable care on his part — 
say by thefraudulent concealment of a book from him. His obligation is not so onerous 
as this 

"Such I lake to be the duty of the auditor; he must he honest—that is, he must not 
certify what he does not believe to he true, and he must take rea.sonahle care and skill 
before he believes that what he certifies is true. 

" What is reasonable care in any particular case must depend upon the circumstances 
of that case. Where there is nothing to excite suspicion, very little enquiry will be 
reasonable and quite sufficient; and in practice. I believe, businessmen select a few 
cases haphazard, see that they are right and assume that others like them are correct 
also. When suspicion is aroused, more care is obviously necessary; but still an auditor 
is not bound to exercise more than reasonable care and skill, even in a case of 
suspicion; and he is perfectly justified in acting on the opinion of an expert where 
Rectal knowledge is required.... 

"A person whose duty it is to convey information to others does not discharge that 
duty by simply giving them so much information as is calculated to induce them, or 
some of them, to ask for more. Information and means of information are by no means 

equivalent term _ An auditor who gives shareholders means of information, instead 

of information, in respect of a company‘s financial position, does so at his peril, and 
runs the very serious risk of being held, judicially, to have failed to discharge his duty. 

"In this case I have no hesitation in saying that Mr. Theobald didfail to discharge his 
duty to the shareholders, in certifying and laying before them the balance-sheet of 
February 1892, without any reference to the report which he laid before the directors, 
and with no other warning than is conveyed by the words, "The value of the assets as 
shown on the balance-sheet is dependent upon realisation — ’It is a mere truism to say 
that the value of loans and securities depends upon their realisation. We are told that a 
statement to that effect is so unusual that the mere presence of those words is enough to 
excite suspicion. But, as already stated, the duty of an auditor is to convey information, 
not to arouse enquiry, and although an auditor might infer from an unusual statement 
that something was seriously wrong, it by no means follows that ordinary people 
would have their suspicions aroused by a similar statement if, as in this case, its 
language expresses no more than any ordinary person would infer without it ." 

5J.6 In the course of his judgment, Rigby, said : 

‘"Ihe words ’as shown by the books of the company’seem to me to be introduced to 
relieve the auditors from any responsibility as to affairs ofthe company kept out of the 
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books and concealed from them, but not to corvine it to a there statement of the 
correspondence of the balance-sheet with the entries in the books. Now, a full and fair 
balance-sheet must be such a balance-sheet as to ccmvey a trutltful statement as to the 
company's position. It must not conceal any known cause oj weakness in the 
financial position, or suggest anything which cannot be supported as fairly correct in a 
business point of view." 

53.7 In the case of Pendleburys Ltd. v. Eliis, Green & Co. (Acet., 
28th March, 1936), it was held that where the directors of a private 
limited company are the sole shareholders, a report to the directors 
made by the auditors will discharge the liability of the latter to give 
similar information in their report to the members. In the course of 
his judgment, Mr. Justice Swift stated that, when having regard for 
the duties which an auditor owes to the members, some distinction 
must be drawn between a company with a large number of 
shareholders and one with two or three shareholders who happen 
also to be the directors. 

5.4 In re The Kingston Cotton MiU Co. Ltd. (No.2) (1896 2 Ch. 

279) 

5.4.1 Held that it is not the duty of the auditor to take stock; and 
that he is not guilty of negligence if he accepts the certificate of a 
responsible official in the absence of suspicious circumstances. 

5.4.2 This was an appeal by the auditors of the Kingston Cotton 
Mill Company Ltd. (then in liquidation), against an order made by 
Vaughan Williams, J., under Section 10, Companies (Winding-up) 
Act, 1890 (corresponding to Section 543, Companies Act, 1956) 
under which they were made liable to contribute to the assets of the 
company a sum equal to the amount improperly applied in payment 
of dividends on the faith of certain Balance Sheets examined by them. 
The profits of the company were increased fictitiously by deliberate 
manipulation of the quantities and values of the stock-in-trade, and 
the question was whether the auditors were guilty of negligence in 
accepting the certificate of the manager as to the correctness of the 
stock-in-trade without checking the stock in detail. The facts of the 
case appear sufficiently from the following extract from the judgment 
of Lindley, L.J. (Acet. L.R. 1896, 77). 

“For several years frauds were committed by the manager, who in order to bolster up 
the company and make it appear flourishing when it was the reverse, deliberately 
exaggerated both the quantities and values of the cotton and yam in the company's 
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mills .... The auditors took the entry of the stock-in-trade at the beginning of the year 
from the last preceding balance-sheet, and they took the values of the stock-in-trade at 
the end of the year from the stock journal. The book contained a series of accounts 
under various heads purporting to show the quantities and values of the company’s 
stock-in-trade at the end of each year, and a summary of all the accounts showing the 
total value of such .stock-m-trade. The summary was signed by the manager, and the 
value as shown by it was adopted by the auditors and was inserted as an asset in the 
balance-sheet, but ‘as per manager’s certificate.' The summary always corresponded 
with the accounts summarised, and the auditors ascertained that this was the case. Bui 
they did not examine further into the accuracy of the accounts summonsed. The 
auditors did not profess to guarantee the correctness of this item. They assumed no 
responsibility for it. They took the item from the manager, and the entry in the balance- 
sheet showed that they did so. I confess I carmot see that their omission to check his 
returns was a breach of their duty to the company. It is no part of the auditor’s duty to 
take stock. No one contends that it is. He must rely on other people for details of the 
stock-in-trade in hand. In the case of a cotton mill he must rely on .some .skilled person 
for the materials neces.sary to enable him to enter the stock-in-trade at its proper value 
in the balance-sheet." 

5.4.3 Lopes, LJ., in the course of his judgment made the following 
remarks: 

“It IS the duty of an auditor to bring to bear on the work he has to perform that skill, 
care and caution which a reasonably competent, careful and cautious auditor would 
use. What is reasonable skill, care and caution must depend on the particular 
circumstances of each case. An auditor is not bound to he a detective, or, as was said, to 
approach his work with suspicion or with a foregone conclusion that there is 
something wrong. He is a watch dog, but not a bloodhound. He is justified in believing 
tried servants of the company in whom confidence is placed by the company. He is 
entitled to assume that they are honest, and to rely upon their representations, 
provided he takes reasonable care. If there is anything calculated to excite suspicion he 
should probe it to the bottom, but in the absence of anything of that kind, he is only 
bound to be reasonably cautious and careful ... . The duties of auditors must not be 
rendered too onerous. Their work is responsible and laborious, and the remuneration 
moderate. I should be sorry to see the liability of auditors extended any further than in 
In re The London & General Bank (supra), indeed, I only assented to that decision on 
account of the inconsistency of the statement made to the directors with the balance- 
sheet certified by the auditors and prespnted to the shareholders. This satisfied my 
mind that the auditors deliberately concealed that from the shareholders which they 
had communicated to the directors. It would be difficult to say this was not a breach of 
duty. Auditors must not be mqde liable for not tracking out ingenious and carefully 
laid schemes of fraud,' when there is nothing to arouse their suspicion and when those 
frauds are perpetrated by tried servants ofthe company and are undetected for years by 
the directors. So to hold would make the position of an auditor intolerable ." 

5,5 The Irish Woollen Co. Limited, v. Tyson and Others (1900 
Acct. L.R. 13) 

5.5.1 Held that an auditor is liable for any damage smtained by a 
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company by reason of falsifications which might have been 
discovered by the exercise of reasonable care and skill in the 
performance of the audit. 

5.5.2 This case was heard before the Irish Court of Appeal, and was 
an appeal by Mr. Edward Kevans, the auditor, against the judgment 
of the lower Court, holding him responsible for the non-detection of 
the fraud. The appeal was dismissed. 

5.5.3 The frauds were principally occasioned by the suppression of 
invoices outstanding at the date of the Balance Sheet, thus reducing 
the amount of purchases and the amount of creditors. The goods, 
however, were taken into stock and a fictitious profit was therefore 
shown to that extent. This amounted ultimately to £4,095. 

5.5.4 The Court gave considerable weight to the fact that a special 
arrangement had been made between the company and the auditor, 
for a monthly audit to be conducted, which should lead up to the half- 
yearly audit. This monthly audit consisted merely in checking the 
current details and did not involve the preparation of monthly Profit 
and Loss Accounts or Balance Sheets. The portion of the audit 
covering the year-end transactions and adjustments was not 
performed by the auditor himself, but by his clerks, and the Court 
stated that although the auditor is bound to employ reasonable care 
and skill, this can also be exercised by his deputy. At the same time, if 
the deputy fails in his duty, the responsibility falls upon the auditor; 
and where such failure is due to lack of supervision on the part of the 
auditor, in allowing the details of the audit to be carried out in a 
mechanical way by his clerks, he must suffer the consequences. 

5.5.5 In the course of his judgment. Holmes, L.J., said: 

“Mr. Kevans seems to have dcme Httk of the actual work hunself, and the evidence varies 
as to the nature of the supervision which he gave to it; the investigation of the hooks he 
deputed to his assistants.. .and it must be on the faith of their representations that he 
certified the balance sheets. I presume this course is not unusual, and that an 
accountant with a large business is not supposed to do everything himself. The auditor 
is bound to give reasonable care and skill but this can also be exercised by his deputy.... 
There is no doubt that both the suppression and carrying over of invoices would have 
been detected if the auditor had called for the creditors’ statements of account upon 
which payment was ordered, and compared them with the ledger. / should have 
thought this was part of the auditor's duty for many reasons, but ... apart altogether 
from the statements of account and the monthly check, / do not understand how the 
carrying over of the invoices could have escaped detection by the accountant, who 
should have used due care and skill, and who was not a mere machine. The invoices 
carried over were ultimately posted to the ledger. If they were posted to their true dates. 
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it would be at once apparent that they were not entered in at the proper time. If they were 
posted under false dates, why was this not detected when the ledger accounts were 
checked with the invoices? And when no invoices came into the books, it is admiued 
that this ought to have excited suspicion. For these reasons / am of opinion that ifdue 
care and skill had been exercised, the carrying over and the suppression of invoices 
would have been discovered, and the auditor is liablefor any damage the company has 
sustained from the understatement of liabilities in the balance-sheet due to this cause 
since 4th January 1892. ! consider that not only are Mr. Kevans and his assistants not 
free from blame for this, but also for the mechanical way the audit was carried out ." 

5.5.6 The circumstances of the above two cases bear a certain 
resemblance to the more recent case of re Thomas Gerrord and Son 
Ltd., which is fully discussed later in this chapter, and to which 
reference should be made. 

5.6 The London Oil Storage Co. Limited, v. Seear, Hasluck & Co. 

(1904, Acct. L.R. 30, 93) 

5.6.1 Held that the auditor is liable for any damage sustained by 
a company by reason of his omission to verify the existence of assets 
stated in the balance sheet. 

5.6.2 This was an action brought by the company for damages for 
alleged neglect by the auditor in omitting to verify the existence of a 
sum of £796, shown in the Balance Sheet as petty cash in hand. In 
fact, the balance in hand was only £30, the difference having been 
misappropriated by the secretary, who kept the Petty Cash Book. 

5.6.3 The auditor's clerk did not count the balance of cash in hand, 
but merely referred to th** Petty Cash Book, to see that the amount 
shown in that book agreed with the amount shown in the Balance 
Sheet. 

5.6.4 This case was heard before Alverstone, C.J., and a special 
jury, with the result that the jury found that the auditor had committed 
a breach of duty, and assessed the damages at five guineas. The jury 
considered that the directors had been guilty of gross negligence in 
allowing such a large balance of cash to remain in the hands of the 
petty cashier, and it was owing to this fact that the damages given 
against the auditor were only nominal. 

5.6.5 In the course of his summing-up, Alverstone, C.J., addressing 
the jury, said: 

“The auditor most undoubtedly does undertake very considerable responsibilities, 
and is liable for the proper discharge of his duties, and if by the neglect ofhis duties, or 
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by want of reasonable care, he neglects his duty, and damage is caused to the company 

as such, he is responsible for that damage - The plaintiffs must satisfy you that the 

damage has been occasioned, to whatever extent you think it was occasioned, by the 

breach of duty on the part of the auditor The conduct of the directors is no answer 

to any breach of duty by the defendant, but it is a circumstance you must take into 
consideration, because if you are of opinion that the loss wai occasioned by the man 
stealing the money in consequence of there being a want of proper control over him, 
then the fact of there being a breach of duty by the auditor is what we lawyers call a 

causa causa ns, which contributed to. but would not be the cause of. the loss Was he 

guilty of breach of duty, and. if so, what loss was occasioned to this company by that 
breach of duty? You must not put upon him the loss by reason of theft occurring 
afterwards or before, but you must put upon him such damages as you consider in your 
opinion were really casued by his not having fulfilled his duty as auditor of the 
company." 

5.6.6 The auditor had earlier contended that his duties ended when 
he had seen that the entries in the books created an asset, but the 
absurdity of such a contention is clearly manifest. 

5.6.7 However, the decision of the jury to award nominal damages 
only is important, since it illustrates the point that the auditor is liable 
only for such damage as flows directly from the act of negligence 
complained of, 

5.7 Arthur E. Green & Company v. The Central Advance & 
Discount Corporation Ltd. (1920, Acct. L.R. LXIII, p. 1) 

5.7.1 Held that an auditor guilty of negligence when he accepts a 
schedule of bad debts furnished by a responsible official, although it 
is apparent that other debts not included in the schedule are also 
irrecoverable. 

SJ.2 This case is of importance in that it shows that an auditor is 
entitled to rely upon the statement of an official, however apparently 
trustworthy, where, but for the confidence reposed in him, it should 
be evident that his statement is inaccurate. 

5.7.3 The defendant company were moneylenders against whom 
the auditors claimed the fees due to them. The defendants counter¬ 
claimed for negligence and were awarded damages. 

5.7.4 The plaintiffs had audited the company’s books for many 
years, and over a considerable period worthless debts to the value of 
nearly £19,000 had accumulated. Some of these debts had been 
outstanding for a number of years and a great proportion were actually 
statute-barred, and therefore should have been regarded for all 
practical purposes as irrecoverable. 

5.7.5 The auditor accepted the figures supplied by the managing 
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director and the board as to the amounts to be written off for bad and 
doubtful debts each year. The managing director had explained his 
reason for allowing old debts to remain on the books by saying that in 
a moneylending business it did not matter how old the debts were, 
because people would come back and pay in order to be able to obtain 
further advances. Such an explanation, in the opinion of Shearman, 
J., was not a satisfactory one. On no occasion did the auditor, in his 
report to the members, refer to the state of the book debts. 

5.7.6 His Lordship said that if there were circumstances which 
seemed to call for enquiry, the auditor must make the proper enquiry, 
and if he did not take the proper steps to have the matter sifted, he did 
not fulfil the duty he owed to the company as one of its officers. 

5.8 In re The City Equitable Fire Insurance Co. Ltd. (1924, 
Acct. L.R. 53 and 81) 

5.8.1 This was an action brought by the Official Receiver as 
liquidator of the company under Section 215, Companies 
(Consolidation) Act, 1908 (corresponding to Section 543, Companies 
Act, 1956) against the directors and auditors for damages arising out 
of misfeasance. The case was first heard before Mr. Justice Romerin 
Chancery who dismissed the action both against the directors and the 
auditors although, on one count, the auditors escaped liability only 
by virtue of an indemnity clause in the company’s articles. Such 
clauses are now void (Section 201, Companies Act, 1956) as discussed 
in section 4 of this Chapter. The Official Receiver did not proceed with 
any appeal so far as the directors were concerned, but took the case 
against the auditors to the Court of Appeal, where the judgment of 
the first Court was unanimously confirmed and the auditors were 
held not to be liable, although once again it was necessary to invoke 
the indemnity clause. 

5.8.2 The City Equitable Fire Insurance Company Ltd., carried on 
re-insurance business. The chairman was also the senior partner in the 
firm of Ellis & Company, the company’s stockbrokers, who at all 
material times were very heavily indebted to the company. 

5.8.3 The charges against the auditors were ultimately confined to 
the contention that they were guilty of negligence in respect of the 
audit by them of the Balance Sheets of the company for the years 
ended 28th February 1919, 1920 and 1921 respectively, under the 
following three heads: 
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(1) Their misdescriptions in the Balance Sheets of the debts of Ellis 
& Co., and Mansell (the company’s general manager) by 
including them under “Loans at call or short notice,”or “Loans,” 
or in the case of part of Ellis & Co.’s debt, under the heading of 
“Cash at Bank and in hand,” and their consequent failure to 
disclose to the shareholders the existence of those debts. 

(2) Their failure to detect the fact that much larger sums were in the 
hands of Ellis & Co. at the date of each of the Balance Sheets than 
were so included. 

(3) Their failure to detect and report to the shareholders the fact that 
a number of the company’s securities, which were in the custody 
of Ellis & Co. were being pledged by that firm to its customers. 

5.8.4 In the course of his judgment Mr. Justice Romer referred at 
some length to the duties ofauditors as laid down by the judgments in 
re London & General Bank and Leeds Estate Building and 
Investment Co. v. Shepherd, referred to above and stated that, 
generally speaking the auditors in this case had displayed great care, 
skill, and industry in the discharge of their duties. He added, 
however, that if, even in any one instance, the auditors had fallen 
short of their strict duty they could not be excused merely because in 
general they had displayed the highest degree of care and skill. 

5.8.5 With regard to the first charge, the judge held that the sums 
in the hands of Ellis & Co. ought not to have been described as “Cash 
at Bank and in Hand,” but that no damages flowed from this 
misdescription as he considered it would have made no difference to 
anyone, in the circumstances of the case, had the item been included 
under the heading of “Loans” or of “Sundry Debtors.” 

5.8.6 In dealing with the question of loans, he pointed out that if 
directors choose to lend monies to their brokers or their general 
manager, there is no reason why they should not do so, nor did he see 
any reason why the auditors should call the attention of the 
shareholders specifically to the fact of their having done so, although 
they must take care that they did not bring into the Balance Sheets at 
face value a debt that is not a good one. On this point he considered 
that on the evidence before them there were no grounds upon which 
the auditors were entitled to assume that at the time of the audit these 
debts were not good. 

5.8.7 The second charge related to the fact that in consequence of 
the method of "Vindow dressing” employed, much larger sums were 
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in the hands of Eilis & Co. at the date of each Balance Sheet than 
appeared to be the case according to the books. This op>eration was 
effected by the nominal purchase of Treasury Bonds by Ellis & Co., 
shortly before, and a nominal resale immediately after, the close of 
each financial year of the company. In fact, these securities were 
never in the hands of Ellis & Co., but were retained by the sellers as 
security for a loan against them to Ellis & Co. Similarly, in 1921, there 
was an alleged purchase and resale by Ellis & Co., of National War 
Bonds, both purchase and resale taking place a few days after the 
date of the company’s Balance Sheet, although Ellis & Co. sent a 
bought note to the company recording the purchase as having taken 
place on the 25th of February (The Company’s financial year ended 
on 28th February). Ellis & Co. certified that they held these securities 
at the date of the Balance Sheet, and this certificate was accepted by 
the company’s auditors. 

5.8.8 The transactions were recorded in the company’s books, and 
on examination in the light of after events it was apparent that the 
operations were of a “window dressing” character, but the judge held 
that the auditors had not been guilty of negligence in not detecting 
this from the books, having regard to the state of their knowledge at 
the date of each audit. 

5.8.9 The third charge related to the failure of the auditors to detect 
and report to the shareholders the fact that a number of the 
company’s securities in the custody of Ellis & Co. were pledged by 
that firm. The auditors relied upon the certificates of Ellis & Co. that 
these securities were held by them, and-the question as to whether 
they were justified in accepting these certificates instead of inspecting 
the securities personally was dealt with at some length, and is of 
major importance. 

5.8.10 In the course of his judgment Mr. Justice Romer said; 

“That it is the duty of a company’s auditor in general to satisfy himself that the 
securities of the company in fact exist and are in safe custody cannot. / think, be 
gainsaid. If authority for the proposition he required, it may be found in the passage 
from Lord Justice Lindley's judgment in the London & General Bank case, which has 
already been referred to. The auditor in that case, amongst other things, ‘saw that the 
bills and securities entered in the books were held by the hank, ’ and this the Lord 
Justice plainly treated as being part of an auditor’s ‘legal standard of duty, though he 
did not of course mean that in alt cases the bills and securities should be lodged with the 
bank. He meant ‘with the bank cv m other proper custody. ‘Nor is it at all clear whether 
the Lord Justice meant that in all cases the securities should be personally inspected by 
the auditor. For an auditor may ‘see ‘ that the hank holds the securities in the sense that 
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he satisfies himself of the fact. In the case of a responsible and reputable bank this, 
according to the evUience of Mr. Van de Unde. \^ould seem to be the custom of 
auditors. But / think that it is a pitv that there should be an r such custom. It v^ouldhe 
an invidious task for an auditor to decide as to any particular bank whether its 
certificate should be accepted in lieu of personal inspection The custom, too, at once 
raises the question, much debated in the course of the evidence before me, whether the 
courtesy of accepting a certificate should be extended to an insurance company or a 
safe deposit company. Indeed, if once it be admitted that, in lieu of inspecting the 
securities personally, the auditor may rely upon the certificate of the person in whose 
custody the securities have properly been placed, the auditor would he justified in 
accepting the certificate of any official of the company who happened to he in charge of 
the safe in which the securities are placed, supposing such official to he a reputable and 
responsible person. At some time or other it will, / think, have to be considered 
seriously whether it is not the duty of an auditor to make a personal inspection, in all 
cases where it is practicable for him to do ao, whatever may he the standing and 
character of the person or company in whose po.ssession the securities happen to be. I 
do not, however, propose to investigate this question further upon the present occasion. 
For an auditor is not in my judgment ever justified in omitting to make personal 
inspection of securities that are in the custody of a person or company with whom it is 
not proper that they should be left. iVhenever .such personal inspection is practicable, 
and whenever an auditor discovers that securities of the company are not m proper 
custody, it is his duty to require that the matter he put right at once, or, if his 
requirement he not complied with, to report the fact to the shareholders, and this 
whether he can or cannot make a personal inspection. The securities, retained in the 
hands of Ellis & Co. for periods long beyond the few hours in which securities must 
neces.sarily be from time to time in the possession of the compan y's stockbrokers, were 
not in proper custody That Ellis & Co. n ere at alt material times regarded, and 
reasonably regarded, by Mr. Lepine as a frm of the highest integrity and financial 
standing is not to the point. A Company’s brokers are not the proper people to have the 
custody of Its securities, however respectable and responsible those brokers may be. 
There are of course occasions when, for .short periods, securities must of necessity he 
left with the brokers, but the moment the nece.ssif) ceases the securities should be 
lodged in the compan y s strong room or with its hank, or placed in other/troper and usual 
safe-keeping. In my judgment, not only did Mr. lepine commit a breach of his duty in 
accepting, as he didfrom time to time, the certificate of Ellis & Co. that they held large 
blocks of the company’s securities, hut he also committed a breach of his duty in not 
either insisting upon those securities being put in proper custody or in reporting the 
matter to the shareholders. This was negligence, and hut for A riicle ISO, it would be my 
duty so to declare and to order Messrs. Langton & lupine to make compensation for 
all the damages that such negligence caused to the company, directing an inquiry to 
ascertain what those damages were. For it is settled by authorities that are binding 
upon me that an auditor is an officer of the company within the meaning ofsect. 215 of 
the Comapanies (Consolidation) Act. 1908. though Mr. Stuart Bevan, while admitting 
that it was not open to him to argue the contrary in this court, reserved to his clients the 
right to contest the point in a superior one. But A rticle ISO in express terms includes the 
auditors of the company in the protection that it gives, and it must be taken to be one of 
the terms upon which the auditors were employed and gave their services. They are 
therefore protected unless the negligence of Mr. Lepine in the matter was wilful. This it 
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certainly was not, unless / am mistaken as to the true meaning of the phrase ‘wilful 
negligence / have heard Mr. Lepine's evidence m the witness box, and I have inspected 
many of the numerous documents prepared by him for the purposes of the audits that 
he conducted. I am convinced that throughout the audits that he conducted he 
honestly and carefully discharged what he conceived to he the whole of his duty to the 
company. If in certain matters he fell short of his real duty, it was because in all good 
faith, he held a mistaken belief as to what that duty was. As against him and his 
partner, the application of the Official Receiver must accordingly be dismissed. ” 

5.8.11 By the company’s Articles the directors, auditors, secretary 
and other officers were to be indemnified against any liability 
attaching to them, unless the liability arose through their own wilful 
neglect or default. Such indemnification clauses are now void under 
Section 201, Companies Act, 1956, as discussed in section 4 of this 
Chapter. 

5.8.12 The remarks of the Master of the Rolls, made when the case 
went to appeal, on the question of the custody of securities are of 
great interest and are therefore quoted verbatim below. He said: 

"Now I come to the last point, part of whtch is contained in the third charge, and that 
is the failure to detect the fact that much larger sums were in the hands of Ellis & Co. at 
the date of the balance-sheet, and the failure to detect and report that the securittes 
were in the hands of Ellis & Co. Now upon that matter I want to say a word or two 
about the evidence. In fact Mr. Lepine inquiredfrom the bank and got a certificatefrom the 
bank that a certain number of securities were there, and then he turned to Ellis A Co. 
and he got from Ellis A Co. under the signature of Ellis A Co. a certificate attached to 
the document, apparently not by Mr. Sevan but by one of the partners, a certificate that 
a number of securities were in the hands of the stock-brokers. It is said it was quite 
wrong to accept the certificate of the brokers, and we are asked to accept the evidence 
of Mr. Cash and Mr. Van de Linde as meaning thijs, that you may accept the certificate 
of a bank apparently in all cases, but you may never accept the certificate of 
stock-brokers. I cannot agree that the evidence is so to be read, or is intended by the 
witnesses to be so understood. What I think the witnesses meant to express was this: 
Banks in ordinary course do hold certificates of securities for their customers: it is part 
of their busine.is, and therefore certificates in the hands of bankers are in their proper 
custody, and if then a bank is a reputable bank, a bank which holds a high position, you 
may legitimately accept the certificate of that bank because it is a business institution in 
whose custody you would expect both to find and to put secwities and also it is 
respectable, but the fact that it calls itself a bank does not seem to me to conclude the 
matter either one way or the other. On the other hand, it may be said that it is the duty 
of an auditor not to take a certificate as to possession ofsecurities unless from a person 
who is not only respectable—I should prefer to use the word'trustworthy’—but also of 
that class ofpersons who tn the ordinary course of their business do keep securities for 
their customers, and it may be said that a broker does not in the ordinary course of 
business keep securities for his customers, and therrfore he is ruled out because the 
auditor ought not to accept from a person of that class, whether he be respectable or 
not, a certificate that he has got securities in his htmds. Now accepting the rule as 
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stated, that it is r^ht to find the securities in the hands of the bank whose business tt is 
to hold securities, and applying the proviso that that bank must be one that is 
trustworthy, it seems to me that that rule may be a right rule to follow and I thiidc it is 
prima facie, but it is going too far to say that under no circumstances may you he 
satisfied with securities in the hands of a stockbroker, because it seems to me in the 
ordinary course of business you must from time to time, and you legitimately may, 
place in the hands of stock-brokers securities for the purpose of their dealing with them 
in the course of their business. With a large institution like the City Equitable 
Company, with a very considerable amount of investments to make and investments to 
sell. It may well be that for the purpose of the convenience of all parties it may have 
been a useful method of business even if it had been examined with the most exiguous 
care, for the directors to decide that they would in the interest of thef business leave 
securities of a considerable amount in the hands of their stockbrokers, who, I suppose, 
at that time held a position not less trustworthy or respected than the City Equitable 
itself. / therefore do not wish in any way by anything that l.say to discharge the auditors 
from their duties as laid down in the Kingston Cotton Mill case; far le.ss do / wish to 
discharge them from their duty of seeing that securities are held and only accept the 
certificate that they are so held from a respectable, trustworthy and responsible person, 
be that person the bank or be it .somebody else; but in applying my mind to the facts of 
this case / am not content to say that simply because a certificate was accepted 
otherwise than from a bank therefore there was necessarily .so grave a dereliction of 
duty as to make Messrs. Langton & Lepine re.sponsible. / think in the light of the 
evidence which has been given it is for the auditor to use his discretion and his 
judgment, and his discrimination as to who he shall tru^t, indeed I think that is the right 
way to put a greater responsibility on the auditors 
“If you merely discharge him by saving he accepted the certificate of a bank because 
It was a bank ymi might lighten his resporvnbilit / think he must take a certificatefrom 
a person who is in the habit of dealing with, and holding, securities, and who he, on 
reasonable grounds, rightly believes to be, in the exercise of the best ludgment, a 
trustworthy person to give such a certificate Therefore I by no means derogate from 
(he responsibility of the auditor, / rather throw a greater burden upon him, but at the 
same time, I throw a burden upon him in respect of which the test of common sense can 
be applied, and common business habits can be applied, rather than a rigid rule which 
is not based on any principle either of business or common .sense." 

5.8.13 The Master of the Rolls then confirmed the view held by the 
Chancery judge, Mr. Justice Romer, that despite the auditor’s 
mistaken view of what his duty was, and certain errors of judgment, 
there was no evidence whatever of wilful misconduct on his part; he 
was therefore protected by the company’s own indemnity clause 
(which excluded liability arising from wilful neglect or default). 


5.9 Rex V. Kylsant and Morland (1931, Acct. p. 109 et seq.) 

5.9.1 Criminal proceedings were taken against the chairman and 
the auditor of the Royal Mail Steam Packet Co. Ltd. under the 
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Larceny Act, 1861, the allegation being that the chairman had issued 
false annual reports to the shareholders with intent to deceive, and 
that the auditor had been guilty of aiding and abetting in the issue of 
such false reports. Both the chairman and the auditor were acquitted 
of this charge, but the chairman, on a further charge, was found guilty 
of publishing a prospectus which he knew to be false in a material 
particular. 

5.9.2 For some years the Royal Mail Co. had incurred actual 
trading losses, but their published accounts revealed considerable 
profits available for dividend. This position was largely brought 
about by the utilisation of taxation and other reserves created in past 
years and no longer required for the purposes for which they were 
made. These reserves were secret reserves, inasmuch as they were not 
disclosed in the accounts, and the only indication of the fact that such 
reserves were being transferred to the profits of the years in question 
were the words “after adjustment of taxation reserves” included in the 
omnibus item of income shown to the credit of the published Profit 
and Loss Account. It was shown that during the years 1921-1927 no 
less than £50,00,000 taken by the company to the credit of its Profit 
and Loss Accounts was the result of drawing upon secret reserves or 
taking credit for such non-recurring items as bonus shares received. It 
was alleged by the prosecution that the result of such adjustments was 
to cause shareholders to believe that the company was trading 
profitably, whereas in fact it was making losses. 

5.9.3 In the course of his opening remarks the Attorney-General 
said that when an auditor signed accounts, and stated “to the best of 
my information this Balance Sheet is properly drawn up so as to 
exhibit a true and correct view of the company’s affairs as shown by 
its books” he was stating something upon which the ordinary investor 
was entitled to rely. 

5.9.4 The auditor was charged under Section 84, Larceny Act, 1861, 
with aiding and abetting in the circulation of a written statement or 
account which he knew to be false in a material particular. In this 
connection, Wright, J.. said, in the course of his summing-up; 


" What exactly does that mean? The conclusion / have arrived at is this—that it is not 
limited to a case where you point to a written statement or account and say, 'Here are 
certain fibres and words which arefalse, ’/think that is to narrow unduly the words ‘m 
any material particular. ’ If it is true in that way it would shut out the type offraud in 
connection with written document md accounts which may be of the utmost 
importance—xhe type of fraud where you have a document, not fraudulent in the sense 
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of what it states, but in the sense of what it conceals or omits. 

‘7 think the language which is used means more than that. It will cover the case 
where you have a written statement or account which is false in no specific words or 
figures which it contains, but which is false in the way m which it may be formed. 

“You may say, referring to every word and every figure, there is nothing false about 
this or that, but the document as a whole may be false, not because of what it states, but 
because of what it does not state and because of what it implies. 

“Of course, that type offalsity, which is indeed the type of falsity in question here, is 
more difficult to establish than a case where you can point to a specific false word in a 
sentence. Where the falsity consists in fraudulent design to create a false impression 
you have got to show affirmatively that there was a deliberate attempt to create a false 
impression. 

“If you have a definite falsehood then that speaks for itself " 

5.9.5 Mr. Justice Wright pointed out that the section involved three 
things—a false written document, knowledge of the falsity by the 
person who put it forward, and intent to deceive. Little was said at the 
trial about the Balance Sheet of the company, the main allegation 
being that the Profit and Loss Account contained information which 
was false in that it included “old” reserves without that fact being 
disclosed. 

5.9.6 In his summing-up Wright, J., made the following remarks in 
connection with secret reserves: 

" We have heard a great deal about the keeping of secret reserves, and we have heard 
a great deal about the commercial troubles which may flow from that practice. We 
have heard a great deal about what is often done in practice, and it may be reasonably 
and properly done, hut the question may arise .some day, and possibly will arise, in 
some appropriate proceeding, in order to find out and elucidate these very special 
matters. It was said by a learned judge on one occasion, by way ofobservation and not 
by jtidgment, that a company, that is to sav the shareholders, could not complain if the 
position of the finances of the company was better than the accounts disclosed. That 
has been quotedfrom time to time as a justificationfor this method of keeping reserves 
secret. But there may be very great evils if those who have the control and management 
of companies, and who control and manage companies for the benefit of the 
shareholders who entrust their moneys to companies, have very large portions of the 
company’s assets left in a secret disposition of the managing authority. It may work 
very well m many cases; no doubt it does. It is a practice which is being followed, no 
doubt, by many concerns of the highest standtng. On the other hand, it may be the 
subject of almost intolerable abuse. Such a system may be used to cover up negligences, 
irregularities and almost breaches of faith. It is said to be a matter of domestic concern 
between the company and the shareholders, but if shareholders do not know and 
cannot know what the position is, how can they form any view about it at all?" 

5.9.7 With regard to the use of the words “adjustment of taxation 
reserves” Mr. Justice Wright said: 
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“Is this phrase sufficient? Is it a proper intimation to the shareholder in the year 1926 
of what has been going on in the company's affairs, in order to produce year by year, 
not only debenture interest and the interest, discounts and other things, but the 

preference dividend and the ordinary dividend'^ _ lam reminding you, although I 

am sure you have it in your minds, that it is my duty to remind you of what appears to 
me to be the first question you have to consider, granting all this, was it false and 
misleading in all the circumstances to put forward to all the shareholders in the Balance 
Sheet* merely these words ‘adjustment of taxation reserves, 'as a warning that these 
enormous sums were being drawn from these funds, the nature of which I must 
consider a little later?" 

5.9.8 In connection with the auditor’s position in regard to secreft 
reserves, the Judge said: 

“If the accounts from which the dividends were being paid or the expenses were being 
met were being fed by undisclosed reserves, it seems very difficult to see how an auditor 
could discharge his duty of giving a true and accurate view of the correct state oj the 
company’s affairs without drawing attention to those facts, which were vitally 
important. 

“No doubt an auditor in his important and delicate duties must use a certain amount 
of discretion, but whatever discretion he may feel justified in exercising, he must 
remember he is under statutory duty, and he may come under the penalties of law, if he 
fails in that duty .. 

The auditor is not concerned with questions of policy, but if he sees that there is 
something in the accounts to which he ought to draw the attention of the shareholders 
It IS his duty to do so. Either he will not sign the certificate at all or he will sign it with 
some qualifications such as circumstances require. 

“The question is not whether the two defendants or either of them have committed 
any breach of duty to the company, either as chairman or auditor. If a breach of duty 
has been committed in connection with the accounts, if there has been any negligence, 
anything for which the directors or auditor may be liable to the compan v, then that is a 
matter directly and entirely beyond your purview and consideration. 

“ You are not here dealing with que.uions of civil liability. For civil liability the 
appropriate remedy is an action for damages. “ 


5.10 In re The Westminster Road Construction and 
Engineering Co*. Ltd. (1932, Acet. February 1932, pp. 203-204) 

5.10.1 Held that an auditor is guilty of misfeasance when he fails to 
detect the omission of liabilities from the balance sheet in 
circumstances where omission should have been apparent. Held also 

•These words actually appeared in the Profit and Loss Account, not in the Balance 
Sheet. 
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that an auditor is guilty of misfeasance when he fails to detect the 
over-valuation of work-in-progress in circumstances where ample 
evidence is available for the purpose of checking the accuracy of the 
figures given to him. 

5.10.2 This was an action brought by the liquidator of the company 
against the directors and auditors for the recovery of a dividend paid 
by the company. The dividend was paid for the year ended 31st 
March 1928, the profits of that year being shown by the accounts to 
be £3,458. It was contended by the liquidator that there had been no 
profits out of which a dividend could be paid, and that the profit 
shown by the accounts was created by understating the company’s 
liabilities and overstating the value of work-in-progress. The auditors 
had also acted as accountants to the company. No charge of 
dishonesty was made against any of the respondents, the allegation 
being that they had failed in the proper discharge of their duties. 

5.103 The claim against the directors was dismissed on the grounds 
that they had all believed in the Balance Sheet reported upon by the 
auditors. The action against the auditors succeeded. 

5.10.4 In the course of his judgment, Bennet, J., Said— 

“tj the auditor found that a company in the course of its business was incurring 
liabilities of a particular kind, and that the creditors sent in their invoices after an 
interval and that liabilities of the kind in question must have been incurred during the 
accountancy period under audit, and that when he was making his audit a sufficient 
time had not elapsed for the invoices relating to such liabilities to have been received 
and recorded in the company's books, it became his duty to make specific enquiries as 
to the e.nstence of such liabilities and also, before he signed a certificate as to the 
accuracy of the Balance Sheet, to go through the invoice files of the company in order 
to see that no invoices relating to liabilities had been omitted. The evidence has 
established to my satisfaction that no experienced auditor would have failed to 
ascertain the existence of the liabilities omitted from this Balance Sheet. " 


5.10.5 With regard to the over-valuation of work-in-progress the 
expert evidence was that it was the duty of the auditor to check the 
value at which work-in-progress was shown in the Balance Sheet. The 
judge stated that he was satisfied thaj there was ample material in the 
possession of the company with which the auditor could have tested 
the accuracy of the figures given to him, and that he was guilty of 
negligence in failing to make use of such material. 
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6 CONSIDERATION OF CASE LAW AFFECTING AUDITORS 

6.1 Introduction 

6.1.1 A broad survey of the categories of legal liability of auditors, 
as decided in important cases, is given in this section. The cases 
described in the previous subsection will be given such further 
consideration as is appropriate, and other cases, up to the present 
time, will also be considered. It is most important to remember that 
the cases involving the liability of auditors which are settled out of 
court far outnumber those which are given a public hearing, and the 
comparative rarity of the latter category should not cause one to 
assume that involvement in litigation is a matter far from the 
auditor’s concern—in fact, in India, United Kingdom and North 
America, the number of cases involving the liability of members of 
the auditing and accounting profession has shown an increase, and 
the insurance premiums payable by firms in respect of legal 
indemnity have been markedly raised in recent years. The 
comparatively unsettled state of many aspects of the law governing 
the liability of auditors is partly responsible for this trend, and this 
coincides with the adoption in recent years of many advanced 
techniques in auditing procedures on a progressively increasing scale. 
Moreover, as mentioned previously, these factors have combined 
with the unprecedented demands now made upon the professional 
auditor ; demands arising out of the need to conform to accounting 
principles which are themselves in serious need of standard 
expression and uniform interpretation; demands arising out of the 
need to reconcile auditing standards with the age of electronic 
technology, particularly in relation to data processing; demands 
made by ever-increasing complexity in legislation relating to 
companies and taxation; demands arising from the vastly escalating 
scale of commercial operations at a time when the tendency towards 
centralisation has never been stronger, and the need nevertheless to 
maintain the traditional standards of skill and integrity in audit work; 
demands made by the advent of new situations, such as the 
requirement to investigate and report on profit forecasts made by 
company directors during take-over negotiations, new stock 
exchange requirements, etc.; and, finally, the demands made by the 
inexorable movement towards higher and higher professional 
standards, and the associated procedures which are thereby 
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introduced, such as the requirement that auditors should physically 
observe stock-taking, as part of their normal audit work. 

6.1.2 It should moreover be appreciated that auditing firms are 
naturally more inclined to settle disputes concerning the standard of 
work performed by them without recourse to litigation, since 
experience has shown that even where courts have found that no 
negligence was attributable to the professional work executed, the 
firms involved have suffered as a result of the adverse publicity which 
was associated with the suit. This fact has, to a degree, placed the 
auditor in a situation of which an unscrupulous client might seek to 
take advantage. In a leading article in Fortune an American (New 
York) legal firm reported that it was handling forty malpractice 
lawsuits at one time (all involving accountants and auditors), and the 
same firm estimated that as many suits were filed against auditors in 
the twelve months to April 1968 as in the previous twelve years! 

6.2 Liability for Negligence under Common Law 

6.2.1 It has already been pointed out that it is extremely important 
for the auditor of a private firm to have a clear understanding with his 
clients as to the extent of his responsibility. This was illustrated in the 
case of Wilde and Others v. Cape & Dalgleish (1897, Acct. L.R. 81), 
where, owing to the auditors omitting to examine the passbook, 
frauds were not discovered. The defence in this case was that an audit 
of the cash transactions was not part of the original arrangement, but 
this could not be substantiated, and a settlement was arrived at. 

6.2.2 A further instance of the auditor’s liability in this connection 
is to be found in the case of Smith v. Sheard{\^(i^ 34 Acct. L.R. 65). 
The defence in this case was that no agreement to perform an audit 
had ever been made, and that no audit was in fact conducted, with the 
result that defalcations were not discovered. The defence, however, 
was not substantiated, and the auditors were held liable, although no 
certificate was placed by them on the accounts. The absence of such 
certificate, therefore, though it may have an important bearing on the 
result, will not of itself be sufficient to free the auditor from liability. 

6.2.3 In the case of Chas. Fox & Son v. Morrish Grant & Co. (1918, 
59 Acct. L. R. 29), the accountants were employed to check the books 
and prepare accounts, but they did not examine the passbook, and 
were held liable for damages in consequence of defalcations arising 
which would have been discovered had the passbook been examined. 
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The defence was that no audit was undertaken, and that it was not 
necessary to examine the pass book in checking the mathematical 
accuracy of the books and preparing accounts. The Court held, 
however, that the checking of the books and the preparation of 
accounts in the circumstances in question, where “Cash at Bank" was 
inserted in the Balance Sheet by the accountants, implied a duty on 
their part to see that this asset actually existed. 

6.2.4 In the case of Martin v. Isitt (1898, Acct, L.R. 41), a similar 
fraud took place. One of the terms of the contract for the audit was 
that it should be a monthly one, but although the fraud commenced 
in November 1896, it was not discovered by the auditors until April 
1897, thus enabling the defalcations to be continued during that 
period. The defence was that the delay was occasioned by the state of 
the books, and a settlement was ultimately arrived at. 

6.2.5 In the case of Maritime Insurance Co. Ltd., v. William 
Fortune & Sons (1931, Acct. L.R. pp. 44-51), a claim was made 
against accountants for the non-discovery of defalcations. The 
defendants had certified the monthly returns made by a branch of the 
plaintiffs, and had at no time qualified their certificate in any way. It 
was alleged that not one of these returns accorded with the true facts, 
and had the accountants applied at least one of a number of tests (in 
particular an examination of the counterfoil paying-in-slips) they 
would have discovered the fraud. The defendants contended that they 
had been employed not to audit the books of the branch but merely to 
see that the monthly returns were correctly made out from the books 
kept by the company’s servant, and that, therefore, unless they had 
reason to be suspicious it was not their duty to impose tests upon the 
accuracy of the records kept. Mr. Justice Roche stated in the course 
of his judgment that, in his view, according to the terms of the 
arrangements made between the accountant and the client, the 
defendant’s duties were limited to examining the books, seeing that 
they corresponded with the books that had to be kept, and in that 
sense seeing that they were adequately kept, and seeing that they were 
adequately summarised in the return to the head office. His Lordship 
also stated that there was no doubt that had the accountants’ 
suspicions been aroused, it would have been their duty to report upon 
the matter, but in his view there was nothing which excited or ought 
to have excited their suspicions, and the claim therefore failed. 

6.2.6 Another case in which the charge of negligence against 
accountants was not substantiated was that of Leech v. Stokes and 
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Others (1937, 81 Acct. L.R. 87), in which a claim was made against a 
firm of chartered accountants for damages for alleged negligence 
and breach of duty. The facts in this case were that the accountants had 
failed to detect misappropriations by the cashier of a firm of solicitors, 
of considerable amounts of rents collected by them for clients. No 
proper books of account were kept, there being no Cash Book nor a 
Clients’ Ledger. The only book available was a Costs Furnished Book 
in which were entered particulars of the costs charged to clients and 
weekly summaries of the firm’s expenses. From these particulars the 
accountants prepared Profit and Loss Accounts, but no Balance 
Sheets. On behalf of the defendants it was alleged that they were 
merely instructed to prepare a return of profits of the firm for income- 
tax purposes, and that no investigation of the books was necessary or 
required for that purpose. Accordingly, they did not verify the 
transactions, nor carry out anything in the nature of an audit, neither 
was it possible, from the material available, to prepare Balance 
Sheets. The first year’s Profit and Loss Account was certified by the 
accountants to be in accordance with the books “subject to our report 
of this date’’, which was in the following terms: 

We have pleasure in enclosing Profit and Loss Account for the year ended 5 th April 
1928. Costs Agency Fees: This total has been compiled front the Costs Furnished 
Book, which, we are informed, includes all costs and fees furnished during the year. In 
accordance with your instructions, we have excluded the sum of £655 Is. 7d. as 
representing costs, etc., earned prior to 5 th April 1927, the date of the commencement 
of the present partnership. Office Outlay: The total expenditure during the year as 
shown by the vt eekly summaries amounted toll,23518s. 5d., of which the sum of£450 
4s. 2d. represented sundry disbursements charged to clients. These latter have been 
deducted from the costs and agency fees as shown in your statements, leaving office 
expenditure amounting to £785 14s. 3d. If you approve of the account, we shall be 
pleased to forward a copy to the Inspector of Taxes on hearing from you. 

6.2J The plaintiffs claimed that, as auditors, the firm of 
accountants should have verified the records before preparing the 
Profit and Loss Account, and should have prepared a Balance Sheet, 
and had they done so the defalcations would have been revealed. 
6.2.8 In the course of his judgment, the judge stated that he was 
satisfied that a Balance Sheet could not have been prepared in the 
absence of a Clients’ Ledger and Cash Book, and that if a Balance 
Sheet had been necessary, apart from being a reasonable and a 
desirable requirement, which might or might not have been dispensed 
with, it would have been necessary to write up the Cash Book and a 
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Clients’ Ledger. The accountants advised their clients that proper 
books ought to be kept and a Balance Sheet prepared, and even 
provided a set of books in which they made the opening entries, but 
when they next attended, the Clients’ Ledger had not been written up, 
on the grounds that the cashier was overworked. 

6.2.9 His Lordship found that “the instructions given to the 
defendant firm were to prepare a report of profits for the Inspector of 
Taxes” and that “in this case there was no proper book-keeping 
material available for the preparation of a Balance Sheet,’’and “that 
there was no actionable negligence or breach of duty on the part of 
the defendants in any of the matters relied upon”. 

6.2.10 In the case of Armitage v. Brewer and Knott (1932 Acct. p. 
836), the auditors were found guilty of negligence consisting of their 
failure to detect defalcations perpetrated by manipulation of the 
wages records and petty cash vouchers. The case, which did not 
concern the audit of a limited company, turned very largely upon the 
exact arrangement made between the auditor and the clients as to the 
work to be performed. In the course of his judgment Talbot, J., said; 

"77ie documents at the beginning set out that the defendants v^ould vouch all 
payments Mth receipts in petty cash, check calcubtions and additions of all wage 
sheets, check totals of wage sheets into wages book and check • eekly totals, \iith other 
detailed provisions, and accountants undertaking duties of that kind could not be 
heard to excuse themselves on the ground that this or that was a small matter; they 
undertook a vigorous check, and they did so because that is what their client wanted." 

6.2.11 In the course of the hearing Talbot, J., declared “that it was 
the duty of auditors to be suspicious, that was what they were there 
for. If everybody was honest and careful, there would be no need for 
auditors”. These remarks have been the subject of much comment in 
view of the judgment of Lindley, L.J., in The Kingston Cotton Mill 
case. It must, however, be remembered that a judgment must be 
read in conjunction with all the facts of the case; the plaintiff in the 
Armitage case was shown to have told the auditors at the time of their 
appointment that he wanted protection against petty frauds and the 
auditors undertook the work and gave the plaintiff the reassurances 
that he frequently asked for. 

6.2.12 It is interesting to note that in this case the auditors were held 
responsible for the amount of the defalcations which arose subsequent 
to their failure to detect fraud with regard to petty cash in an earlier 
period. In a leading article in The Accountant referring to the case, it 

stated: 
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“As we have said, however, the case gives a footing disadvantageous to the 
profession for applying the principle of consequential damage to audit claims, and one 
of our correspondents has pointedly stated a case of pure consequential damage, which 
merits careful consideration. Thus, if an auditor omits to detect a defalcation by an 
employee and in the following year, before there is a chance of any further audit, the 
employee, emboldened by having escaped detection, embezzles a larger sum. is the 
auditor liable both for the original embezzlement which he faded to detect andfor the 
subsequent loss to the employer as welP 

“So far as we are there is no exact professional precedent... Addressing 
ourselves then, with such help as we can get, to the questions set to us, the ans» er to our 
minds depends upon the character of the initial error or omission. A mere mistake will 
not render a professional man liable for its corusequence. but if the negligence was of 
the same type as was alleged in the case under discussion i.c.. omitting to detect afraud 
which by the exercise of reasonable rare an accountant would have detected, then we 
are inclined to think a jury would take into account the consequential loss in their 
award of damages ....” 

6.2.13 Much of the question in the above cases is as to the precise 
terms of the agreement, and unless the limitations of responsibility 
are very clearly defined between the parties, the accountant or 
auditor should regard himself as under as much responsibility as if he 
were conducting a complete audit. 

6.2.14 The failure to detect defalcations was the occasion of the case 
of the Astrachan Steamship Company Ltd. and Others v. Harmood 
Banner & 5'ow(1900, Acct. L.R. 49), where an action was brought for 
damages for alleged negligence, which was ultimately settled in favour 
of the plaintiffs. 

6.2.15 In the case of Scarborough Harbour Commissioners v. 
Robinson, Coulson, Kirby & Co. (1934, Acct. L.R. 65), the Court of 
Appeal reversed the decision of the lower Court which had found the 
auditors guilty of negligence in failing to report to the Harbour 
Commissioners that a debt due to them appeared to be bad. It was 
shown that the auditors had reason to believe that the state of the debt 
in question was known to the Commissioners and that their policy was 
not to press immediately for payment. The Master of the Rolls in the 
course of his judgment laid emphasis on the fact that all the 
circumstances of the case must be considered, and said it is difficult 
to reconstruct the circumstances, but, having regard to all the facts of 
the case, it appears to me that the charge has not been made out’. 

6.2.16 More recently, in the case of re Thomas Gerrard and Son 
Ltd. (Chancery D.: Pennycuick, J.: T.L.R. April I4th, 1967) six 
partners in a firm of Chartered Accountants were held to be guilty of, 
or liable for, negligence or breach of duty in respect of the audit of the 



680 


PRACTICAL AUDITING 


company’s accounts for the financial periods ended in March from 
1957 to 1962, whereby the company paid dividends out of capital or 
otherwise irregularly to the extent of £26,254 (net of tax), and made 
payments of income-tax and profits tax in excess of the company’s 
liability to the extent of £56,659. The case was heard in the Chancery 
Division on a summons by the liquidator of the company. 

6.2.17 The New Law Journal of May 18th, 1967, carried the 
following description of the case ; The company was a private 
company of long standing. It carried on business as cotton spinners. 
Its accounts had for some years shown steady profits and a 
prosperous business. The managing director was a man of good 
repute. Each year the auditor’s report had been satisfactory. One 
autumn the crash came. The company’s financial position was 
investigated and it was found to be insolvent; in the recent years in 
which profits had been shown, there had not in fact been profits. The 
fault was falsifications by the managing director in relation to stock. 
He was prosecuted and convicted. In the creditors’ winding-up the 
liquidator proceeded against him for misfeasance, and the sum of 
£7,100 was paid by him in settlement. In other misfeasance 
proceedings against the auditors, the liquidator claimed 
compensation for loss as a result of alleged breach of duty by the 
auditors in their audits. The apparent profits had been shown as the 
result of the manipulation of stock. Purchases at the end of an 
accounting period had not been brought into that period; this had 
continued increasingly over years. Sales or receipts had been wrongly 
attributed at the ends of periods. Por these purposes dates on invoices 
had been altered and top copy invoices had been torn out of the 
invoice books by the managing director. The auditor conducting the 
audits had asked for an explanation and the managing director had 
said that these were end of period transactions and it was more 
convenient not to include them in the period in question. The 
auditors accepted that explanation.’ 

6.2.18 Mr. Justice Pennycuick found, however, that once the 
auditors had known that the invoice books had been altered, and that 
top copy invoices had been extracted, they were put on enquiry, 
thereafter they should have made a complete examination of 
suppliers’ statements, and, if necessary, should have enquired of the 
suppliers. .1 hey should have reported the result to the board and, if 
necessary, should have qualified their report. Accordingly the 
auditors were in breach of duty and were liable to make 
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compensation. The measure of this compensation was the loss 
incurred by the payment of net dividends out of moneys not available 
for the purpose, because in fact the profits shown on the accounts had 
not been earned. So, too, the income tax and profits tax paid in 
respect of the apparent profits was a loss attributable to the 
negligence in audit and, though much of the tax had been recovered 
from the Revenue on appeal, the auditors were liable to make 
compensation to the extent that the tax had not been recovered. 
Against these liabilities they were entitled to be allowed credit for the 
amount recovered from the managing director. 

6.2.19 In addition to the manipulations of year-end purchases and 
sales invoices described above, the managing director had also caused 
the half-yearly stock valuations to be considerably inflated by the 
inclusion of non-existent stock. Accountants of high standing had 
given evidence on both sides concerning the conduct of an audit 
where suspicious circumstances had arisen, and as to what in fact 
constituted ‘suspicious circumstances’. His Lordship reminded the 
Court that it had been laid down in re Kingston Cotton Mill Co. that 
it was no part of an auditor’s duty to take stock; nor was he bound to 
be suspicious where there was no cause for suspicion, and the case 
appeared at first sight, therefore, to be conclusively in favour of the 
defendants if the falsification of the stocks were taken in isolation, 
particularly as a certificate had been received from the managing 
director each year. However, the judge deliberately declined to 
comment on what decision the Court would have reached if there had 
been no altered invoices, as these constituted ‘suspicious 
circumstances’ in the sense referred to by the Kingston Cotton Mill 
judge. These circumstances ought to have been thoroughly 
investigated and reported on, and this the auditors had failed to do. 
No alternative was left but to find for the plaintiff. His Lordship did 
state, however, that the Kingston Cotton Mill case could be 
‘distinguished on the ground that standards were now more 
stringent'. 

This comment is particularly interesting in the light of the 
subsequently issued recommendations of the Institute of Chartered 
Accountants in England and Wales entitled‘Auditors’Attendance at 
Stocktaking’(July 1968), the major burden of which is contained in 
paragraph two: ‘Therefore, wherever it is practicable and stock-in- 
trade and work in progress is a material factor in the business, the 
auditors should satisfy themselves as to the effectiveness of the 
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application of the client’s stock-taking procedures by observation on 
a test basis of these procedures whilst the stocktaking is in progress.' 
The recommendations, which are fully reproduced in the Appendix, 
go on to describe the further procedures to be adopted in order to 
check the ‘follow-through’ of items on the inventory lists to the totals 
used for Balance Sheet purposes. These recommendations may be 
regarded as the long-awaited indication that the Kingston Cotton 
Mill decision should no longer be relied upon as a binding precedent 
in relation to the verification of stock-in-trade by auditors. 

6.3 Civil Liability to Third Parties under Common Law 

6.3.1 The legal remedies available to third parties who have suffered 
physical injury through the negligence of persons with whom they 
have no contractual relationship, have been well established in the 
long series of cases concerning the tort of negligence, the most famous 
of which is probably Donoghue v. Stevenson (1932 A.C. 562) (the 
‘snail in the bottle’ case). Unfortunately, however, the question of 
liability to third parties for financial injury arising from negligence 
has been confused for many years, mainly due to a series of 
conflicting legal decisions, the details of which are outside the scope of 
this volume. The present state of the law relating to this matter is 
therefore dealt with below, as arrived at through certain major 
decisions which have arisen within the latter half of this century. 

6.3.2 In the case of the London Oil Storage Company Ltd. v. 
Seear, Hasluck & Co. (1964, Acct. L.R, 30,93). it was held that it is the 
duty of the auditor of a company to take proper steps to verify the 
existence of assets. The point arose in connection with the 
verification of the petty cash balance, which was shown by the books 
to be £796, but the amount in hand was actually found to be only £30. 
The auditor contended that his duties ended when he had seen that 
the entries in the books created an asset. The absurdity of such a 
contention is manifest, and it was found that the auditor had 
committed a breach of duty in not vouching the existence of the cash 
in hand. The damages against the auditor were assessed at only five 
guineas, the jury stating that in their opinion the directors had been 
guilty of gross negligence in allowing so large a sum to remain in the 
hands of the petty cashier. This is important, as illustrating the point 
that the auditor is only liable for such damage as flows directly from 
the act of negligence complained of. 
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6.3.3 An auditor has been held liable for failing to detect fraudulent 
suppression, or carrying over of invoices for goods purchased, the 
Court holding in the particular circumstances that he ought to have 
discovered the fraud by the exercise of reasonable skill and diligence. 
This portion of the audit was not performed by the auditor himself, 
but by his clerks, and the Court stated that although the auditor is 
bound to give reasonable care and skill, this can also be exercised by 
his deputy. At the same time, if the deputy fails in his duty, the 
responsibility falls upon the auditor; and where such failure is due to 
lack of supervision on the part of the auditor, in allowing the details 
of the audit to be carried out in a mechanical way by his clerks, he 
must suffer the consequences ( The Irish Woollen Company Ltd. v. 
Tyson & Others, supra). 

6.3.4 The question as to whether an auditor sustains any civil 
liability in damages to third parties to whom approved or audited 
accounts have been submitted, such accounts having been relied 
upon by the third parties in granting loans or credits to the client, was 
considered in the case of Candler v. Crane. Christmas and Company 
( 1950, 211. The Law Times, p. 96). In this case the managing director 
of a company had instructed the defendants, a firm of accountants 
and auditors, to prepare the company’s accounts and it was known to 
the defendants that such accounts would be used to induce the 
plaintiff to invest money in the company. The draft accounts were 
shown to the plaintiff in the presence of the defendant’s clerk and, 
relying on their accuracy, the plaintiff subscribed for shares in the 
company. The accounts in question had been prepared negligently by 
the defendants, but without fraud, and on the liquidation of the 
company the plaintiff lost the money he had invested. The plaintiff 
sought to recover damages from the defendants for negligence or, 
alternatively, for breach of their duty as the company’s auditors to 
give the plaintiff, as a shareholder, accurate information. It was held 
by the Court of Appeal (Lord Denning dissenting) that there was no 
contractual or fiduciary relationship between the parties and that, 
therefore, the plaintiffs could not maintain an action for negligence 
against the defendants. It was further held that as the plaintiff had 
made his investment before the relationship of shareholder and 
auditor became operative no damage flowed from the breach of any 
such duty owed by the defendant to the plaintiff in that capacity. 

6 J.5 The decision in the Candler case was also followed in the later 
case of De Savory v. Holden, Howard & Co. (The Times, Law 



684 


PRACTICAL AUDITING 


Report, January 11th, 1960). In this case the plaintiff was the 
managing director and virtual owner of three limited companies, all 
of which were heavily indebted to a bank. The bank was anxious to 
reduce this indebtedness, but the plaintiff wanted to extend his credit 
facilities. At the suggestion of the bank the plaintiff agreed to pay the 
cost of an independent investigation of his companies’affairs by the 
defendants, a well-established and reputable firm of accountants. 
The subsisting contract was between the bank and the accountants. 

6.3.6 The defendants duly prepared accounts for the companies for 
the five months ended May 31st, 1950, and reported to the bank. The 
accounts showed that the companies had made a net profit during the 
period of about £14,000. The plaintiff, having himself subsequently 
relied upon the accounts and sustained a loss, contended that in 
preparing these accounts the defendants had been negligent in that 
the figures for stock and work-in-progress shown therein were grossly 
inflated, and the figure of profit was fictitious; in fact, the companies 
were trading at a loss, and he sued the accountants for damages 
arising out of negligence. 

6.3.7 After considering the facts, Mr. Justice Barry said that there 
was a complete lack of any evidence that the defendants were told 
that their accounts were to be used or relied on by the plaintiff for any 
purposes. The accountants took instructions only on behalf of the 
bank. They were the bank's accountants and acted in that capacity 
alone. The fact that the bank caused the plaintiff to pay for the 
defendants’ services had nothing to do with it. Had the plaintiff not 
paid the defendants’ fees the bank would have been responsible. 

6.3.8 In the absence of a contractual relationship between the 
plaintiff and the defendants his Lordship was bound by the judgment 
in the Court of Appeal in Candler v. Crane Christmas & Co. (1951). A 
careless misstatement, acted on by another to his detriment, was not 
actionable in the absence of a contract or a fiduciary relationship. 
There was no such relationship here. It followed that the defendants 
owed no duty to the plaintiff and the negligence claim could not be 
sustained. 

63.9 Although the issue of whether the defendants had been 
negligent was therefore immaterial, his Lordship thought it right to 
express his views on the point. The accounts contained a serious 
misstatement of the amount of the stock in hand and work-in¬ 
progress at two of the companies, and the plaintiff alleged that these 
errors wereprima/ac/e evidence of negligence. His Lordship said that 
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was not so where much of the information upon which the accounts 
were based emanated from the books of the plaintiffs companies. To 
establish negligence it was necessary to show either that the accounts 
were carelessly prepared or that the accountants were under an 
obligation to satisfy themselves that the companies' books 
represented the true position of the companies. The trouble was that 
the records of the companies were in fact wrong and did not give a 
correct picture of the stock. It followed that no negligence had been 
established. It will be appreciated that the accountants in this case 
were not acting as auditors. 

6.3.10 However, it was more recently held by the House of Lords in 
the case of Hedley Byrne & Co. v. Heller and Partners{\9Ci)i\xai\.l\ie 
Candler case had been wrongly decided. Although the Hedley Byrne 
case did not concern auditors (it concerned the issue, negligently, by a 
bank of a certificate of creditworthiness in respect of a customer) it is 
considered that, as a result of the decision, an auditor can no longer 
be regarded as immune from liability to make good losses sustained 
by third parties through relying on misstatements in accounts which 
had been negligently prepared or reported on by him. 

6.3.11 If a person gives information to another to whom he was 
under no contractual or fiduciary obligation to do so, but in such 
circumstances that it was reasonable to suppose that the skill or 
judgment of the person giving the information was being relied upon, 
a legal duty rests on him to exercise such skill and care as the 
circumstances require; and if, as a result of his omission to do so, the 
person relying upon the information sustains financial loss, the 
person giving it may be liable to him in damages unless, when giving 
the information, he expressly disclaimed responsibility. 

6J.12 The case relied upon by counsel in forming its opinion. 
Ultramares Corporation v. Louche, Niven & Co. (1931), decided in 
the State of New York, is worthy of consideration, since the facts of 
the case bear a close resemblance to those of the Candler case, supra. 
63.13 The defendants had been employed to audit the books of and 
prepare a balance sheet for a firm. Stern & Co. The defendants 
presumably knew that the statement supplied by them would be used 
as a representation of the firm's financial position in order to raise 
loans, but there was no specific mention of the plaintiffs in 
connection with the granting of such loans. The balance sheet showed 
the firm to be financially sound when in fact it was insolvent, the 
defendants through negligence failing to discover falsifications and 
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fictitious debtors. The plaintiffs claimed that they had given credit on 
the strength of the statement and had thereby suffered loss. In the 
lower court the action was dismissed on the ground that the 
defendants could not be held responsible to third parties for damages 
for negligence, but this decision was reversed by the Appellate 
Division Court. The Court of Appeals in turn reversed the decision of 
the Appellate Division, it being held that the plaintiffs could not 
recover on the ground of negligence for they were not parties to the 
contract under which the auditors were employed, but that they 
might have recovery in an action for deceit, and the case was sent 
back for a new trial on that issue. 

6J.14 The danger was pointed out in the judgment of leaving 
auditors liable for thoughtless slips or blunders or the failure to detect 
theft or forgery which might expose them to claims ‘for an 
indeterminate amount, for an indeterminate time, to an 
indeterminate class'. The Chief Justice also stated that where there 
has been an honest blunder, the ensuing liability for negligence is one 
that is bounded by the contract, and is to be enforced only by the 
parties by whom the contract has been made. 

6k3.15 The case was subsequently settled out of court and to that 
extent was inconclusive, but the words of the Chief Justice quoted 
above appear to have had the effect of narrowing considerably the 
field of potential liability for misstatements relied upon by third 
parties to those cases where: 

(a) negligence is clearly established; 

(b) the persons responsible for the issue of the statement or 
document relied upon knew or ought to have known that it was 
being prepared foi the specific purpose which actually gave rise 
to the loss; 

(c) the persons responsible knew that the statement or document 
would be shown to and relied upon by the third party concerned 
in that particular connection. 

6.3.16 The Hedley Byrne decision was given support in the 
Canadian case of Myers v. Thompson & London Life Insurance Co. 
(1967), in which an insurance agent failed to see that his insurance 
company carried out the instructions of the plaintiffs solicitor for 
surrender of the plaintiffs term policy and issue of a new one to his 
wife. Thus, when the plaintiff died shortly after, a part of the 
insurance proceeds was taxed in his estate. Following Hedley Byrne, 
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the asent was held personally responsible, for he knew that reliance 
was being placed on him and his negligence caused the loss to the 
estate through his failure to exercise the implied duty of care. 

6.4 Civil Liability for Misfeasance under the Companies Act, 1956 


6.4.1 The term “misfeasance” implies a breach of trust or duty The 
auditor of a company, therefore, commits a misfeasance if he is 
negligent in the performance of his duties, but he cannot be made 
liable in damages under Section 543 of the Companies Act, 1956, in 
the event of winding-up, unless such misfeasance has directly resulted 
in damage to the company. 

6.4.2 This section merely provides a more expedient form ot 
procedure and creates no substantial new safeguard for the interests 
of the company. Proceedings under the section must accordingly be 
founded upon circumstances which would give rise to a claim against 
the auditors under the general law. It is to be noted that Section 543 
relates to the liability of ‘officers’, and auditors are officers tor the 
purposes of this section. 

6.4.3 In the London & General Bank case (which was tried under a 
section of the Companies (winding-up) Act 1890 corresponding to 
section 543, Companies Act, 1956) it was proved that the auditor was 
aware of the serious position of the company, owing to the fact that 
large sums advanced to customers on loan and current accounts were 
insufficiently secured, and he was also aware that interest on such 
advances was taken to the credit of the Profit and Loss Account, 
although such interest had not been paid or provided against. He 
reported upon this state of affairs to the directors, but failed to induce 
them to make the necessary alterations in the accounts, or to refrain 
from paying a dividend. Lind ley, L.J. said that taking the Balance 
Sheet, Certificate, and Report to the directors together, the auditor 
stated the true financial position of the bank to the directors, and if 
this report had been laid before the shareholders he would completely 
have discharged his duty to them. The misfeasance in this instance 
consisted in not placing this information before the shareholders. It 
was pointed out by the learned judge that information, and means of 
information, are not equivalent terms, and that a person whose duty 
it is to convey information to others does not discharge that duty by 
simply giving them so much information as is calculated to induce 
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them, or some of them, to ask for more. An auditor who adopts such 
a course as this does so at his peril, and runs a very serious risk of 
being held judicially to have failed to discharge his duty. It is clearly 
the auditor’s duty, therefore, in cases where the Balance Sheet is not 
in order, to report fully to the shareholders. 

6.4.4 The auditor is not concerned whether the business of the 
company is prudently or imprudently conducted, and it is no part of 
his duty to give advice either to directors or to shareholders. Whether 
dividends are properly or improperly declared is immaterial to the 
auditor, provided he discharges his own duty to the shareholders. 

6.4.5 Ludley, L.J., went on to point out that the auditor’s duty is not 
merely confined to verifying the arithmetical correctness of the 
Balance Sheet, and comparing it with the books. He must make 
proper enquiries to see that the books of the company themselves 
show the true position; at the same time, he is not bound to do more 
than exercise reasonable care and skill. He is not an insurer and he 
does not guarantee that the books do correctly show the true position 
of the company’s affairs or that the Balance Sheet is accurate 
according to the books. The auditor must be honest, that is, he must 
not certify what he does not believe to be true, and he must exercise 
reasonable care and skill before he believes that what he certifies is 
true. 

6.4.6 In the case of In re the Kingston Cotton Mill Co. Ltd., No. 2 
{supra), the stock-in-trade had been deliberately manipulated, and 
the auditors accepted the certificate of the manager as to the 
correctness thereof, without checking the stock in detail. The Court 
of Appeal held that they were not guilty of negligence in so doing; that 
it is not the duty of the auditor to take stock, and that he is entitled to 
rely upon other people for details of this nature. In the absence of 
suspicious circumstances, the auditor can rely upon the 
representations of trusted officials; he is justified in believing tried 
servants of the company, in whom confidence is placed by the 
company. 

6.4.7 Lopes, L.J., said that auditors must not be held liable for not 
tracking down ingenious and carefully-laid schemes of fraud, when 
there is nothing to arou.se their suspicion, and when those frauds are 
perpetrated by tried servants of the company, and are undetected for 
years by the directors. In the light of the most recent 
recommendations of the Institute of Chartered Accountants in 
England and Wales on the auditor’s attendance at stock-taking, and 
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the judge's dicta in Re Thomas Gerrard & Son Ltd. this decision can 
no longer be regarded as a binding precedent. 

6.4.8 It was nevertheless valuable, as defining, to some extent, the 
liability of the auditor, but it has been observed that the question as to 
whether or not the auditor may be held to have been negligent, Will 
depend entirely upon the circumstances in each case; that this is so is 
confirmed by the decision in Henry Squire (Cash Chemists, Limited) 
V. Ball. Baker & Co., and Meadv. the same {\9\ 1, Acct. L.R. 44,25) 
and, in the Court of Appeal, Mead\. Ball, Baker & Co. (19! 1, Acct. 
L.R. 45, 33). 

6.4.9 It was shown in the course of the latter case that stock sheets 
had been falsified for years, and that they contained numerous 
alterations, which, it was argued, should have caused suspicion. It was 
held, however, that the auditors had relied upon the certificate of a 
responsible official, and their suspicions had not been aroused in the 
course of their investigations, and that in the given circumstances 
there was nothing necessarily to arouse the suspicions of an auditor 
who had exercised the skill necessary in conducting the audit. 

6.4.10 It has been shown clearly, however, by In re the Westminster 
Road Construction and Engineering Co. Ltd., that an auditor must 
make the fullest use of all material available to him, and although it 
has been decided that he is not a stock-taker, and presumably not a 
valuer of work-in-progress, he will be guilty of negligence if evidence 
is reasonably available from which the overvaluation of work-in- 
progress could be detected and he fails to utilise such evidence. 

6.4.11 It has already been pointed out that as a result of the 
disclosures in the American case of Mckesson and Robins the 
accountancy profession in the U.S.A. has adopted as part of normal 
auditing practice some form of test check of the actual physical stock. 

6.4.12 It IS the duty of an auditor of limited company to make him 
self acquainted with the Articles of the company, and this applies 
particularly to the passing of payments made by the directors ultra 
vires. Where such payments have been made, the auditor must be 
careful to refer to them in his report to the members, since if this is not 
done it might be held that the company had suffered loss by reason of 
its having been unable to recover the amounts improperly paid away. 

6.4.13 In the case of In re Bolivia Exploration Syndicate (1913,30 
T.L.R. 146), where circumstances of this nature arose, but where the 
auditors had pointed out the facts or they had been disclosed on the 
face of the accounts, it was held that damage to the company had not 
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been established and that the auditors had not been guilty of any 
breach of duty. 

6.4.14 Again, in Re S.P. Catterson & Sons Ltd. (1937,81 Acct. L. R. 
62) where considerable defalcations by a servant of the company had 
not been revealed by the audit, the auditors were acquitted of liability 
for negligence on the grounds that they had pointed out to the 
directors that the system of recording certain sales was 
unsatisfactory, and had recommended improvements, but these 
recommendations were not adopted. Mr. Justice Bennett, in reviewing 
the responsibility of the auditors, stated that the primary 
responsibility for the accounts of a company is with the directors and 
in this case they were not a satisfactory team. He stated, “1 have no 
doubt as to where the primary responsibility for finding out the 
defalcations of this man Spicer lies. It lies upon the shoulders of the 
man whose duty it was, as a director of this company to collect from 
Spicer the cash that he received. If that man had done his duty in any 
degree at all, the frauds could not have been perpetrated in the way in 
which they were perpetrated.” The Judge came to the conclusion that 
the auditor was an honest man trying to do his duty, and that in view 
of all the facts of the case and the audit notes, the applicant had quite 
failed to satisfy him that there was any negligence in respect of the 
matters charged. 

6.4.15 The case of In re The City Equitable Fire Insurance Co. Ltd. 
{supra) is one of the most complicated and important cases which 
have yet been fought under what is now Section 333 of the English 
Companies Act, 1948 (corresponding to Section 543, Companies 
Act, 1956), and the detailed judgments are worthy of close study. The 
Court of Appeal followed the principles laid down in earlier cases as 
to the duties of auditors and as full extracts from the judgments have 
already been given, there is no need to recapitulate the facts here. 

6.4.16 The main point is related to the auditor's duties in 
connection with the custody and inspection of securities. In this case 
the auditors did not inspect the securities which purported to be in the 
hands of the company’s brokers, but accepted from the brokers 
certificates that they held them, though in fact the securities either did 
not exist or if they did exist had been pledged to other clients of the 
broking firm. At the time the certificates were given the auditors had 
no reason to doubt the integrity and standing of the brokers in 
question. 

6.4.17 Considerable arguments arose on the question as to whether 
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the auditors were entitled to accept a certificate from a reputable 
bank, and also whether in any circumstances a certificate should be 
accepted from stockbrokers or other persons, in respect of assets held 
in safe custody. 

6.4.18 The Court of Appeal declined to lay down any hard-and-fast 
rule, but indicated that the auditor is entitled, in his descretion, to 
accept a certificate from a person who is in the habit of dealing with 
and holding securities and who, in the exercise of his best judgment, 
he considers a trustworthy person to give such a certificate. If the 
auditor is not satisfied on these points, he should require the 
company at once to obtain delivery of the securities, and failing this 
he should report the matter to the members. 

6.4.19 Notwithstanding this, it would appear to be desirable that 
the auditor should actually inspect the securities in the custody of 
third parties wherever this is practicable, and, where this is not done, 
should state in his report that he has accepted a certificate. Where a 
certificate is relied on, it should state that the securities are held free 
from any charge or encumbrance. 

6.5 Criminal Liability 

6.5.1 There is no doubt that although the auditor of the Royal Mail 
Steam Packet Co. was found not guilty of the charges brought against 
him, auditors were given serious warning of the dangers involved if 
full information was not given to the shareholders of the utilisation of 
secret reserves. The Royal Mail Company was a chartered company, 
but this did not affect the principle involved. 

6.5.2 No doubt, however, any longer exists as to the information to 
be provided by the Profit and Loss Account as the result of the 
passing of the Companies Act, 1956. 

7. UNLAWFUL ACTS OR DEFAULTS BY AN ACCOUNTANT’S 
CLIENTS 

7.1 Section 276C of the Income-tax Act, 1961 deals with wilful 
attempt to evade tax etc. It applies to a person who wilfully attempts 
in any manner whatsoever to evade tax, penalty or interest, 
chargeable or imposable under the Act. He is liable to punishment 
provided in this section. 

7.2 Taxation frauds are the most likely offences to be encountered 
by the professional accountant in the course of his practice and in this 
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context the accountant should carefully note Section 278 of the 
Income-tax Act, 1961 which is reproduced hereunder: 


278. If a person abets or induces in any manner another person to make and deliver 
an account or a statement or declaration relating to any income chargeable to tax 
which is false and which he either knovis to befalse or does not believe to be true or to 
commit an offence under subsection (1) of section 276 C. he shall be 
punishable— 

(i) in a case where the amount of tax, penalty or interest, which would have been 
evaded, if the declaration, account or statement had been accepted as true, or 
which is wilfully attempted to be evaded, exceeds one hundred thousand rupees 
with rigorous imprisonment for a term which shall not be less than six months but 
which may extend to seven years and with fine: 

(ii) in any other case, with rigorous imprisonment for a term which shall not be less 
than three months but which may extend to three years and with fine. 

73 While giving a report on the scope and result of examination of 
accounts, statements or documents, the authorised representative 
should exercise ample care to limit his report only to those matters in 
respect of which he has conducted adequate examination to warrant 
giving such a report. As such examination is for a specific purpose, it 
is advisable to state the exact scope of examination carried out by 
him. He should take care to see that he does not take upon himself 
undue responsibility in respect of points of law, where different 
interpretations are possible or points of fact in respect of which 
different inferences are possible. 

7.4 Section 278 of the Income-tax Act, 1961, imposes criminal 
liability on the authorised representative and prescribes rigorous 
imprisonment, in case the authorised representative is found guilty of 
abetting or inducing an assessee in filing a false account, statement or 
declaration which he knows to be false or does not iJelieve to be true. 
Hence, while giving such report, the authorised representative must 
confine himself only to those points in respect of which it is possible 
for him and it is competent for him to express an opinion. 

7.5 The following are examples of other offences which the 
practising accountant may encounter in the course of his duties: the 
fraudulent conversion by trustees and others entrusted with the 
ownership of property for special purposes; frauds by directors and 
officers ol companies; falsification of accounts; a bankrupt's failure 
to keep proper books of account; share pushing; fraudulent trading; 
obtaining property by false pretences; offences against Control 
regulations governing prices, quotas and licences; offences in respect 
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of sales tax; the payment or receipt of bribes, 

7.6 Special considerations apply in connection with limited 
companies, as the auditor's “client” is the company and not the 
directors. If, however, it becomes necessary for the auditor to make 
reservations in his report, the reservations should be in such terms as 
will indicate clearly the respects in which he is unable to satisfy 
himself on the matters on which he is required to express an opinion 
under Section 227 of the Companies Act, 1956, even though the result 
will be to disclose to the shareholders and others who may see the 
accounts the fact that an offence has been committed. 

7.7 If a practising accountant has reason to suspect, but has no 
actual knowledge, that a client has committed some offence within 
the scope of the matters on which the accountant acts for him, he 
should make such enquiries as he thinks are likely either to confirm or 
remove his suspicions. If his suspicions are confirmed, the 
accountant must act in accordance with the advice outlined above, 
but if confirmation cannot be obtained but his suspicions remain, the 
accountant may feel that he would rather terminate his association 
with the client. 

8 PROFESSIONAL MISCONDUCT 

8.1 Definition 

8.1.1 For the purposes of the Chartered Accountants Act, 1949, the 
expression “professional misconduct” is defined under Section 22 of 
the said Act which provides as under: 

“For the purposes ol this Act, the expression “professional misconduct" shall be 
deemed to include any act or omission specified m any of the Schedules, but nothing in 
this section shall be construed to limit or abridge in any way the power conferred or 
duty cast on the Council under sub-section i'/) of section 21 to inquire into the conduct 
of any member of the Institute under any othei circumstances." 

8.1.2 The First and the Second Schedules to the Chartered 
Accountants Act, 1949, are as under: 

THE FIRST SCHEDULE 
(See sections 21(4) and 22) 

PART I 

Professional misconduct in relation to chartered accountants in practice 
A chartered accountant in practice shall be deemed to be guilty oj professional 
misconduct, if he— 
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(1) allows any person to practice in his name as a chartered accountant unless such 
person is also a chartered accountant in practice and is in partnership with or employed 
by himself; 

(2) pays or allows or agrees to pay or allow, directly or indirectly, any share, 
commission or brokerage in the fees or profits of his professional business, to any 
person other than a member of the Institute or a partner or a retired partner or the legal 
representative of a deceased partner; 

Explanation —In this item "partner” includes a person residing outside India with 
whom a chartered accountant in practice has entered into partnership which is not in 
corttravention of item (4) of this Part. 

(3) accepts or agrees to accept any part of the profits of the professional work of a 
lawyer, auctioneer, broker or other agent who is not a member of the Institute; 

(4) enters into partnership with any person other than a chartered accountant in 
practice or a person resident without India who but for his residence abroad would be 
entitled to be registered as a member under clause (v) of sub-section (I) of section 4 or 
whose qualifications are recognised by the Central Government or the Council for the 
purpose of permitting such partnerships, provided that the chartered accountant 
shares in the fees or profits of the business of the partnership both within and without 
India; 

(5) secures, either through the services of a person not qualified to be his partner or 
by means which are not open to a chartered accountant, any professional business; 

(6) solicits clients or profesional work either directly or indirectly, by circular, 
advertisement, personal communication or interview or by any other means; 

f7) advertises his professional attainments or services, or uses any designation or 
expressions other than chartered accountant on professional documents, visiting cards, 
letter heads, or sign boards, unless it be a degree of a University established by law in 
India or recognised by the Central Government or a title indicating membership of the 
Institute of Chartered Accountants or of any other institution that has been recognised 
by the Central Government or may he recognised by the Council. 

(8) accepts a position as auditor previously held by another chartered accountant 
or a restricted State auditor without first communicating with him in writing; 

(9) accepts an appointment as auditor of a company without first ascertaining 
from it whether the requirements of section 226 of the Companies Act. 1956, in respect 
of such appointment have been duly complied with; 

(10) charges or offers to charge, accepts or offers to accept in respect of any 
professional employment fees which are based on a percentage ofprofits or which are 
contingent upon the findings, or results of such employment, except in cases which are 
permitted under any regulations made under tfus Act; 

(11) engages in any business or occupation other than the profession of chartered 
accountants unless permitted by the Council so to engage; 

Provided that nothmg contained herein shall disentitle a chartered accountant from 
being a director of a company, unless he or any of his partners is interested in such 
company as an auditor; 

(12) accepts a position as auditor previously held by some other chartered 
accountant or a restricted State auditor in such conditions as to constitute 
undercutting; 

(13) allows a person not being a member of the Institute or a member not being his 
partner to sign on his behaff' or on behalf of his firm, any balance sheet, profit and loss 
account, report or financial statements. 
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PART II 

Professional misconduct m relation to members of the Institute in service. 

A member of the Institute (other than a member in practice) shall be deemed to be 
guilty of professional misconduct, if he being an employee of any company, firm or 
person — 

(a) pays or allows or agrees to pay directly or indirectly to any person any share in 
the emoluments of the employment undertaken by the member; 

(b) accepts or agrees to accept any part of fees, profits or gains from a lawyer, a 
chartered accountant or broker engaged by such company, firm or person or agent or 
customer of such company, firm or person by way of commission or gratification; 

(c) discloses confidential information acquired in the course of his employment 
except as and when required by law or except as permitted by the employer. 

PART III 

Professional misconduct in relation to members of the Institute generally. 

A member of the Institute, whether in practice or not, shall be deemed to he guilty of 
professional misconduct, if he — 

(1) includes in any statement, return or form to he submitted to the Council any 
particulars knowing them to be false; 

(2) not being a fellow styles himself as a fellow; 

(3) does not supply the information called for, or does not comply with the 
requirements asked for, by Council or any of its Committees. 


THE SECOND SCHEDULE 
[See sections 21(5) and 22] 

PART I 

Profe.xsional misconduct in relation to chartered accountants in practice requiring 

action by a High Court 

A chartered accountant in practice shall be deemed to be guilty of professional 
misconduct, if he¬ 
ll) discloses information acquired in the course of his professional engagement to 
any person other than his client, without the consent of his client or otherwise than as 
required by any law for the time being m force; 

(2) certifies or submits in his name or in the name of his firm a report of an 
examination of financial statements unless the examination of such statements and the 
related records has been made by him or by a partner or an employee in his firm or by 
another chartered accountant in practice; 

(3) permits his name or the name of his firm to be used in connection with an 
estimate of earnings ctmtingent upon future transactions in a manner which may lead to 
the belief that he vouches for the accuracy of the forecast; 



696 


PRACTICAL AUDITING 


( 4 ) express his opinion onfinanciaistatements of any business or any enterprise in 
which he. his firm or a partner in his firm has a substantial interest, unless he discloses 
the interest also in his report; 

(5) fails to disclose a material fact known to him which is not disclosed m a financial 
statement, but disclosure of which is necessary to make the financial statement not 
misleading; 

(6) fails to report a material mis-statement known to him to appear in a financial 
statement with which he is concerned in a professional capacity; 

(7) is grossly negligent in the conduct of his professional duties; 

(8) fails to obtain sujficient information to warrant the expression of an opinion or 
his exceptions are sufficiently material to negate the expression of an opinion; 

(9) fails to invite attention to any material departure from the generally accepted 
procedure of audit applicable to the circumstances; 

(10) fails to keep moneys of his client in a separate banking account or to use such 
moneys for purposes for which they are intended. 


PART 11 

Professional misconduct in relation to members of the Institute generally requiring 

action by a High Court 

A member of the Institute, whether in practice or not, shall be deemed to he guilty of 
professional misconduct, ij he— 

(i) contravenes any of the provisions of this Act or the regulations made thereunder; 

(ii) is gtdlty of such other act or omission as may be specified bv the Council in this 
behalf, by notification in the Gazette of India. 


8.2 PrcKedure 

8.2.1 Section 21, Chartered Accountants Act, 1949, provides that 
where on receipt of information or complaint the Council is prima 
facie of the opinion that a member has been guilty of professional or 
other misconduct, the Council must refer the case to the Disciplinary 
Committee, which should hold such inquiry and in such manner as 
may be prescribed and report the results of its inquiry to the Council. 

8.2.2 If the Council, on receipt of such report, finds that the 
member of the Institute is not guilty it must record its finding 
accordingly and direct that the proceedings be filed or that the 
complaint be dismissed. 

8.2.3 If the Council, on receipt of such report, finds that the 
member is guilty of professional misconduct specified in the First 
Scheldule, it may, after giving a hearing to the member, make any of 
the following orders, namely: 
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(a) reprimand the member; 

(b) remove the name of the member from the Register for such 
period, not exceeding five years, as the Council thinks fit but 
where it appears to the Council that the member ought to be 
removed for a period exceeding five years or permanently it 
cannot make such order but must forward the case to the High 
Court with its recommendations thereon. 

8.2.4 Where the misconduct in respect of which the Council has 
found any member guilty of misconduct other than as is referred to in 
Section 21(4) of the Act i.e., misconduct other than that specified in 
the First Schedule, it must forward the case to the High Court with its 
recommendations thereon. 

8.2.5 The High Court will cause notice of the hearing to be given to 
the member, the Council and to the Central Government, and afford 
them an opportunity of being heard and thereafter, it may make any 
of the following orders: 

(a) direct that the proceedings be filed, or dismiss the complaint, as 
the case may be; 

(b) reprimand the member; 

(c) remove him from membership of the Institute either 
permanently or for such period as the High Court thinks fit; 

(d) refer the case to the Council for further inquiry and report. 

8.2.6 For the purposes of Section 21, “member of the Institute” 
includes a person who was a member of the Institute on the date of the 
alleged misconduct although he has ceased to be a member of the 
Institute at the time of the inquiry. 

8.2.7 For the purposes of inquiry as aforesaid, the Council and the 
Disciplinary Committee have the same powers as are vested in a Civil 
Court under the Code of Civil Procedure, 1908, in respect of the 
following matters: 

(a) summoning and enforcing the attendance of any person and 
examining him on oath; 

(b) the discovery and production of any document; and 

(c) receiving evidence on affidavit. 

8.3 Appeals 

8J.1 Under Section 22A, any member, aggrieved by any order of 
the Council, may prefer an appeal, to the High Court. 
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8.3.2 Under Section 22A(2), the High Court may, on its own 
motion or otherwise, revise any order made by the Council under 
Section 21(2) or (4) of the Act and may— 

(a) confirm, modify or set aside the order; 

(b) impose any penalty or set aside, reduce, confirm or enhance the 
penalty imposed by the order; 

(c) remit the case to the Council for such further inquiry as the High 
Court considers proper in the circumstances of the case; or 

(d) pass such other order as the High Court thinks fit. 

8.3.3 The High Court, must give a hearing to the Council before 
modifying or setting aside its order and must give a hearing to the 
person concerned before enhancing a penalty. 

83.4 From the order of the High Court either under Section 21 or 
22A, a further appeal lies to the Supreme Court. 
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1. BANKING COMPANIES 

1 INTRODUCTION 

1.1 The banking companies are governed by special Acts, viz., the 
Banking Regulation Act, 1949, and Banking Companies 
(Acquisition and Transfer of Undertakings), Act, of 1970 and 1980. 
The provisions of Banking Companies ( Acquisition and Transfer of 
Undertakings) Act, 1970 and 1980 are applicable to the nationalised 
banks only. The provisions of Banking Regulation Act, 1949, save as 
expressly provided, are in addition to those of the Companies Act, 
1956, and any other law for the time being in force. The State Bank of 
India and its subsidiaries are governed by their own acts and the 
Companies Act, 1956 does not apply to them. However some of the 
provisions of Banking Regulation Act, 1949 as specified in Section 51 
also apply to these banks. 

2 RELEVANT PROVISIONS 

2.1 The provisions of the Banking Regulation Act, 1949, which are 
relevant for the purposes of audit, are given hereunder: 

2.2 Restrictions on Business 

2.2.1 A banking company cannot engage in any form of business 
other than the business of banking and the forms of business 
mentioned in Section 6(1) of the Act. 

2.2.2 Section 8 makes an express provision prohibiting it from 
engaging, directly or indirectly, in trading activities or undertaking 
any activity other than usual banking activities. 

2.2.3 Section 9 provides that it cannot hold any immovable 
property, howsoever acquired, except such as is required for its own 
use, for a period exceeding 7 years from the date of acquisition unless 
such period is extended by the Reserve Bank of India. 

2.2.4 Section 19(2) provides that it cannot hold shares in any 
company, whether as pledgee, mortgagee, or absolute owner, of an 
amount exceeding thirty per cent of the paid-up share capital of the 
other company or thirty per cent of its own paid-up share capital and 
reserves, whichever is less, 

2.2.5 Under Section 19, restrictions are placed on the nature of 
business of subsidiary companies which can be formed for the 
purposes specified therein or for such other purposes as are incidental 
to the business of banking. 
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2.2.6 Section 20 provides that the banking company cannot grant 
any loans or advances on the security of its own shares nor can it enter 
into any commitment for granting of any loan or advance to or on 
behalf of: 

(i) any of its directors, 

(ii) any firm in which any of its directors is interested as partner, 
manager, employee or guarantor, 

(Hi) any company (except those specified) of which any of its 
directors is a director, manager, employee or guarantor or in 
which he holds substantial interest, and 
(iv) any individual in respect of whom any of its directors is a partner 
or guarantor. 

2.2.7 Under Section 21, Reserve Bank of India has the power to 
determine the policy in relation to advances by banks where it is 
necessary or expedient in the public interest or in the interest of 
depositors or banking policy to do so. Every banking company is 
bound to comply with any directions given to it under this section. 

2.2.8 The Reserve Bank of India has powers to control loans and 
advances and to prohibit the loans and advances which are to the 
detriment of the public interests or of the interests of the depositors 
of the banking company. 

2.3 Capital and Reserves 

2.3.1 A banking company cannot carry on business in India unless 
it satisfies the conditions laid down in Section 12(1) which provides: 

0) that the subscribed capital of the company is not less than one-half of the 
authorised capital, and the paid-up capital is not less than one-half of the 
subscribed capital and that, if the capital is increased, it complies with the 
conditions prescribed in this clause within such period not exceeding two years as 
the Reserve Bank may allow. 

(ii) that the capital of the company consists of ordiruary shares only or of ordinary 
shares or equity shares and such preferential shares as may have been issued prior 
to the 1st day of July, 1944: 

Provided that nothing contained in this sub-section shall apply to any banking 
company incorporated before the 15th day of January 1937. 

23.2 Under Section 11, a banking company cannot commence or 
carry on business unless the requirements, mentioned therein, as to 
minimum paid-up capital and reserves are complied with. 
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2.3.3 In case of a banking company incorporated outside India, a 
prescribed minimum amount must be kept deposited with the 
Reserve Bank in the prescribed manner. In addition, as soon as may 
be after the expiration of each calendar year, it must further similarly 
deposit with the Reserve Bank an amount calculated at twenty per 
cent of its profit for that year in respect of all business transacted 
through its branches in India, as disclosed in the profit and loss 
account prepared for that year under Section 29. However, the 
Central Government may, on the recommendation of the Reserve 
Bank, and having regard to the adequacy of deposits under Section 
11(2) in relation to its deposit liabilities in India, declare that this 
provision shall not apply to such banking company for a specified 
period. In the event of such a company ceasing to carry on banking 
ousiness in India, the creditors of the company in India will have the 
first charge on such deposits. 

2.3.4 A banking company cannot create any charge upon any 
unpaid capital of the company which, if created, shall be invalid. A 
floating charge on the undertaking or any property of such company 
or any part thereof is invalid unless the Reserve Bank certifies in 
writing that creation of such charge is not detrimental to the interest 
of the depositors (Sections 14 & 14A). 

2.3.5 A banking company cannot pay directly or indirectly by way 
of commission, brokerage, discount or remuneration in any form in 
respect of any shares issued by it, any amount exceeding in the 
aggregate two and one-half per cent of the paid-up value of the said 
shares (Section 13). 

2.3.6 Under Section 17(1), a banking company incorporated in 
India must create a reserve fund and it must, before any dividend is 
declared, transfer to the reserve fund a sum equal to twenty per cent 
out of the balance of the profit of each year as disclosed in the profit 
and loss account. However, the Central Government may, on the 
recommendation of the Reseve Bank and having regard to the 
adequacy of the paid-up capital and reserves in relation to deposit 
liabilities, declare that provisions of Section 17(1) shall not apply to 
the banking company for a specified period. Such order can be made 
only if the amount of the reserve fund together with the amount of 
share premium is not less than the paid-up capital. Any 
appropriation from the reserve fund or from the share premium 
account, must be report^ to the Reserve Bank within twenty-one 
days. 
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2.4 Cash Reserves and Liquid Assets 

2.4.1 Every Scheduled Bank, under Section 42 of the Reserve Bank 
of India Act, 1934, is required to maintain with the Reserve Bank an 
average daily balance, the amount of which shall not be less than 
three per cent of the total of the demand and time liabilities in India. 
However, the Reserve Bank of India may, by notification in the 
Gazette, increase the said rates, so however that the rates shall not be 
more than fifteen per cent of the total of the demand and time 
liabilities. 

2.4.2 Similarly, the Reserve Bank of India is empowered to require 
a Scheduled Bank by a notification to maintain with it an additional 
average dailybalance, so however that such balance does not exceed 
fifteen per cent of the total of its demand and time liabilities. 

2.4.3 Every banking company other than a Scheduled Bank must 
maintain in India a cash reserve equal to at least three per cent of the 
total of its time and demand liabilities in India. Such reserves may be 
maintained with itself or in current account with the Reserve Bank or 
by way of net balance in current accounts with other banks as 
specified or in one or more of the aforesaid ways (Section 18). 

2.4.4 Under Section 24, every banking company is required to 
maintain in India in cash, gold or unencumbered approved securities, 
valued at a price not exceeding the current market price, an amount 
which shall not at the close of business on any day be less than twenty 
five per cent of the total of its time and demand liabilities in India as 
on the last Friday of the second preceding fortnight. The said liquid 
assets should be kept in case of a scheduled bank in addition to the 
average daily balance required to be maintained under Section 42 of 
the Reserve Bank of India Act, 1934, and in case of other banking 
companies in addition to the cash reserve required to be maintained 
under Section 18. 

2.4.5 Further, the assets in India of every banking company should 
not be less ihAn seventy-jive per cent of its demand and time liabilities 
in India, at the close of business on the last Friday of every quarter or 
the preceding working day if Friday is a public holiday (Section 25). 

2.5 Dividends 

2.5.1 Section 15 provides that; 

(/) No banking company shall pay any dividend on Us shares until all Us capitalised 
expenses (including preliminary expenses, organisation expenses, share-selling 
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commission, brokerage, amounts of tosses incurred and any other item of 
expenditure not represented by tangible assets) have been completely written off. 
(2) Notwithstanding anything to the contrary contained in subsection (l)or in the 
Companies Act. 1956. a banking company may pay dividends on its shares 
without writing off— 

(i) 7he depreciation, if any. m the value of its investments in approved 
securities in any case where such depreciation has not actually been 
capitalised or otherwise accounted for as a loss: 

(ii) The depreciation, if any. in the value of its investments in shares, debentures 
or bonds (other than approved securities) in any case where adequate 
provision for such depreciation has been made to the satisfaction of the 
auditor of the banking company: 

(Hi) The bad debts, if any. in any case where adequate provision for such debts has 
been made to the satisfaction of the auditor of the banking company. 

2.5.2 Before any dividend is declared, a banking company 
incorporated in India should comply with provisions of Section 17, in 
regard to transfer of profit to reserve fund. 

2.6 Managing Director, Chief Executive Officer etc. 

2.6.1 A banking company cannot pay to its employee remuneration 
or a part of remuneration which takes the form of commission or of a 
share in the profits of the company except bonus and it cannot pay 
remuneration, which in the opinion of the Reserve Bank, is excessive. 

2.6.2 Under Section 35B, appointment or reappointment or 
termination of appointment of a chairman, managing director or 
wholetime director, manager or chief executive officer by whatever 
name called, must be made with the previous approval of the Reserve 
Bank. 

2.6.3 An amendment of any provision relating to the appointment 
or reappointment or termination of appointment or remuneration of 
a chairman, 'managing director or wholetime director or any other 
director, or manager or chief executive officer by whatever name 
called, will not have effect unless approved by the Reserve Bank. 

2.6.4 For this purpose, remuneration includes any benefit, amenity 
or perquisite. 

2.7 Annual Accounts 

2.7.1 Under Section 29, a banking company incorporated in India, 
in respect of all business transacted by it, is required to prepare at the 
expiration of each calendar year a balance sheet and profit and loss 
account as on the last working day of the year. 
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2.7.2 A banking company incorporated outside India, in respect of 
business in India, must also comply with the same requirements; 
however, the profit and loss account may be prepared as on a date not 
earlier than two months, before the last working day of the year. 

2.8 Form of Accounts 

2.8.1 The balance sheet and profit and loss account should be 
prepared in the forms set out in the Third Schedule or as near thereto 
as circumstances admit. Section 211, Companies Act, 1956, provides 
that the balance sheet and the profit and loss account shall not be 
treated as not disclosing a true and fair view of the state of affairs of 
the company, merely by reason of the fact that they do not disclose— 
in the case of a banking company, any matters which are not required 
to be disclosed by the Banking Regulation Act, 1949. 

2.8.2 Whereas Section 29(3) provides that: 

Notwithstanding that the balance sheet of a banking company is under sub-section 
(J) required to be prepared in a form other than the form set out in Part / of Schedule 
VI to the Companies Act. 1956, the requirements of that Act relating to the balance 
sheet and profit and loss account of a company shall, in so far as they are not 
inconsistent with this Act. apply to the balance sheet or profit and loss account, as the 
case may be. of a hanking company. 

2.8.3 The form of balance sheet as prescribed under Form A of the 
Third Schedule is as follows: 
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(itf) payments by way of gratuities, pensions or otherwise, in excess of the employer’s contributions and interest thereon, and 
(fff) the monetary value of any other benefits or perquisites. 
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2.9 Authentication of Annual Accounts, etc. 

2.9.1 The balance sheet and profit and loss account in case of a 
banking company incorporated in India must be signed by the 
manager or the principal officer of the company and where there are 
more than three directors of the company, by at least three of those 
directors, or where there are not more than three directors, by all the 
directors, and in case of a banking company incorporated outside 
India by the manager or agent of the principal office of the company 
in India [Section 29(2)]. 

2.9.2 The balance sheet and profit and loss account together with 
the auditor’s report must be published in the prescribed manner. 
Copies of the annual accounts should be furnished to the Reserve 
Bank and should be sent to the Registrar of Companies within three 
months from the end of the period to which they refer. 

2.9.3 A banking company incorporated outside India is required to 
display at its principal office and every branch in India a copy of its 
last audited balance sheet and profit and loss account, prepared under 
Section 29, and also copy of its complete audited balance sheet and 
profit and loss account relating to its banking business both in and 
outside India. 

2.10 Audit 

2.10.1 Section 30 provides: 

I 

(1) The balance sheet ami profit and floss account prepared in accordance with 
section 29 shall be audited by a person duly qualified under any law for the time 
being in force to be an auditor of companies. 

(I A) Notwithstanding anything contained in any law for the time being in force or in 
any contract to the contrary, every banking company dtall, before a/^ointing. re¬ 
appointing or removing any auditor or auditors, obtain the previous approval of 
the Reserve Bank. 

(IB) Without prejudice to anything contained in the Companies Act, 1956. or my 
other law for the time being in force, where the Reserve Bank is ofopinion that it 
is necessary in the public interest or in the interests ofthe bmking company or its 
depositors so to do. it may direct the auditor of the banking company toauttit the 
accounts of the bmking conqtmy in relation to any transaction or class of 
transactiom specified in the order, and the auditor shall comply with such 
directions and make a report of such audit to the Reserve Bmk and forward a 
copy thereof to the company. 

(IC) The expenses of, or incidental to, audit of the transaction or class of transactiom 
^c^ied in the order made by the Rexrve Bank shall be borne by the banking 
company, 

(2) Ihe auditor shaH have the power of, exercise the fmctions vested ht, and 
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discharge the duties and be subject to the liabilities and penalties imposed on, 
auditors of companies by section 227 of the Companies Act, 1956. 

2.11 Auditor's Report 

2.11.1 Under Section 30(3), in addition to the matters which the 
auditor is required to state in his report under Section 227, 
Companies Act, 1956, he must, in case of a banking company 
incorporated in India, state in his report: 

(a) Whether or not the information and explanations required by 
him have been found to be satisfactory; 

(b) Whether or not the transactions of the company which have 
come to his notice have been within the powers of the company; 

(c) Whether or not the returns received from branch officers of the 
company have been found adequate for the purposes of his audit; 

(d) Whether the profit and loss account shows a true balance of profit 
or loss for the period covered by such account; 

(e) Any other matter which he considers should be brought to the 
notice of the shareholders of the company. 

2.12 Powers and Liabilities of the Auditor 

2.12.1 The auditor shall have the powers of, exercise the functions 
vested in, and discharge the duties and be subject to the liabilities and 
penalties imposed on, auditors of companies by Section 227 of the 
Companies Act, 1956 [Section 30(2)]. 

2.12.2 If an auditor in any return, balance sheet or other document, 
wilfully makes a statement which is false in any material particular, 
knowing it to be false, or wilfully omits to make a material statement, 
he is punishable with imprisonment for a term which may extend to 
three years and is also liable to fine. Under Section 46A he is deemed 
to be a public servant for the purposes of Chapter IX of the Indian 
Penal Code [Section 46], 

2.12.3 In the winding up proceedings under Section 45G, an auditor 
of a banking company may be publicly examined. Where on such 
examination the High Court is of opinion (whether a fraud has been 
committed or not) that a person, who has been an auditor of the 
banking company or a partner of a firm acting as such auditor, is not 
nt to act as an auditor of a company or to be a partner of a ft rm acting 
as such auditor, the High Court may make an order that, that person 
shall not without the leave of the High Court, act as an auditor of, or 
be a partner of a firm acting as auditors of, any company for such 
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period not exceeding five years as may be specified in the order. 
Where an application for sanctioning of a compromise or 
arrangement in respect of a banking company is made, the auditor of 
a banking company may be publicly examined, if so directed by the 
Court. 

3 AUDIT OF NATIONALISED BANKING COMPANY 

3.1 Banking Companies (Acquisition and Transfer of Undertakings) 
Acts, 1970 and 1980 make certain provisions which are applicable 
only to the nationalised banks. 

3.2 Under Section 3 of each of the said Acts, every corresponding 
new bank (hereafter referred to as ‘‘nationalised bank”) is a body 
corporate with perpetual succession and common seal. 

3.3 The provisions which are relevant for the purpose of audit are 
given hereunder. 

3.4 Audit [Section 10(1) and (2)]. 

3.4.1 Every nationalised bank is required to cause its books to be 
closed and balanced on 31st day of December each year and to 
appoint, with the previous approval of the Reserve Bank, auditors for 
the audit of its accounts. The auditor of a nationalised bank shall be a 
person who is qualified to act as an auditor of a company under 
Section 226 of the Companies Act, 1956, and shall receive such 
remuneration as the Reserve Bank may fix in consultation with the 
Central Government. 

3.5 Powers and Duties of the Auditor [Section 10(3)J. 

3.5.1 The powers and duties of the auditor are as follows: 

(i) The auditor shall be supplied with a copy of the annual balance 
sheet and profit and loss account and a list of all books kept by 
the nationalised bank; 

(ii) He shall have, at all reasonable times, access to the books, 
accounts and other documents of the nationalised bank; 

(Hi) He may, at the expense of the nationalised bank, employ 
accountants or other persons to assist him in investigating such 
accounts; and 

(iv) He may, in relation to such accounts, examine the custodian or 
any officer or employee of the nationalised bank. 


3.5.2 it shall be the duty of the auditor to examine the Balance 
Sheet and Profit and Loss Account with the accounts and vouchers 
relating thereto. 
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3.6 Auditor’s Report [Section 10(4)j. 

3.6.1 The auditor of a nationalised bank shall make a report to the 
Central Government upon the annual balance sheet and accounts 
and in every such report shall state— 

(i) whether, in his opinion, the balance sheet is a full and fair 
balance sheet containing all the necessary particulars and is 
properly drawn up so as to exhibit a true and fair view of the 
affairs of the nationalised bank, and in case he had called for 
any explanation or information, whether it has been given and 
whether it is satisfactory; 

(ii) whether or not the transactions of the nationalised bank, which 
have come to his notice, have been within the powers of that 
bank; 

(Hi) whether or not the returns received from the offices and 
branches of the nationalised bank have been found adequate 
for the purpose of his audit; 

(iv) whether the profit and loss account shows a true balance of 
profit or loss for the period covered by such account; and 

(v) any other matter which he considers should be brought to the 
notice of the Central Government. 

3.6.2 A report of the auditors shall be verified, signed and 
transmitted to the Central Government. 

3.6.3 The auditor shall also forward a copy of the audit report 
to the nationalised bank and to the Reserve Bank of India. Ihe Central 
Government shall cause every auditor's report and report on the 
working and activities of such bank to be laid for not less than 30 days 
before each House of Parliament as soon as may be after each such 
report is received by the Central Government. 

3.7 Disposal of Profits [Section 10(7)]. 

3.7.1 After making provision for bad and doubtful debts, 
depreciation in assets, contributions to staff and superannuation 
funds and all other matters for which provision is necessary under 
any law, or which are usually provided for by Banking Companies, a 
nationalised bank shall transfer the balance of profits to the Central 
Government. 

3.8 Reserve Fund [Section 3(6)]. 

3.8.1 Every nationalised bank is required to establish a reserve fund 
to which shall be transferred the share premiums and the balance, if 
any, standing to the credit of the reserve fund of the existing bank in 
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relation to which it is the corresponding bank and such further sums, 
if any, as may be transferred in accordance with Section 17 of the 
Banking Regulation Act, 1949. 

3.9 Scheme [Section 9]. 

3.9.1 The Central Government is empowered to make a scheme after 
consultation with the Reserve Bank, for carry ing out the provisions 
of the Act and particularly the scheme may provide for the matters 
enumerated in the said Section. Accordingly the Central Government 
has made Nationalised Banks (Management and Miscellaneous 
Provisions) Schemes, 1970 and 1980. 

4 AUDIT PROCEDURE 

4.1 Incase of a banking company it is not possible for the auditor to 
examine the whole of the transactions in detail and hence it is 
necessary for him to examine whether the system of internal check 
and control is adequate. He should decide upon the scope of his 
examination having regard to the nature and extent of the internal 
check in force. The audit of a banking company is essentially a 
^balance sheet audit”. The most important part of a bank audit is the 
verification of advances and bills, the classification of such advances 
and the determination of the provisions which are necessary. 

4.2 The following is a summary of the more important points in 
such a system: 

(i) The ledger clerks or machine operators should be changed 
about from time to time without previous notice. 

(ii) The cashiers should not have access to the customers' ledgers. 
(Hi) The ledger clerks should have no access to the Cash Book or the 

Clearing House Journal. 

(iv) The Cash Book should from time to time be compared with the 
actual records by independent and responsible officials, and 
subsequently with the ledgers. 

(v) No ledger keeper should be a party to testing his own work. 

(vi) The periodical balancing of customers' accounts with the 
General Ledger should be performed by independent officers 
selected by the accountant. 

(viij At the intervals, the testing of the ledgers should include the “sides” 
of the accounts in addition to the extended balances, thus 
affording a comparative check with the Total Summation 
Book, to which the aggregates of payments and cheques are 
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posted day by day. 

(viii) The branches should be subject to frequent audits without 
notice by travelling auditors or inspectors. 

(ix) An occasional audit by the bank’s inspector should be in force 
in respect of the head office in the same manner as the branches. 

(x) Cashiers should not participate in the preparation or checking 
of bank statements, which should be checked by the bank’s 
officials independently. 

(xi) The daily incomings and outgoings of bills should be 
independently and systematically scrutinised by a responsible 
officer. 

(xii) In respect of securities deposited against loans, advances, 
overdrafts, etc., there should be an effective check and supervision 
and the same should be periodically verified by a responsible 
officer. Usually there is a system of dual control, under which, 
the securities are kept in a safe which can be opened only with 
two keys—each key being separately in charge of a responsible 
officer. 

4.3 The auditor should attend at the close of business on the day of 
the balance sheet, and count and weigh the cash in hand. Certificates 
should be obtained for the cash at the Reserve Bank of India and 
other banks. The cash articles should be verified; these are cheques 
etc., received too late on the last day of the accounts to be cleared, and 
can be vouched by seeing that they come through in due course within 
the next few days. 

4.4 Money at call and at short notice is usually represented by 
advances to banks from day to day. The securities lodged by the 
stock-brokers should be checked with the schedules appended to the 
borrowing notes. 

4.5 The investments of the bank must be examined, special 
precautions being taken to prevent the same securities being 
produced twice. The banks usually hold securities on three accounts, 
viz., (1) on own account, (2) as security against loans and advances, 
and (3) for safe custody. All these securities must be produced 
simultaneously. The schedule of investments should show the book 
value and the market price on the day of the balance sheet and it 
should be seen that sufficient provision is made if the total book value 
is in excess of the market value in respect of investments other than in 
approved secuirities. 
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4.6 Bills purchased by a bank will include a small quantity of bills 
on hand, which may be physically verified and a large number of bills 
which have already been sent to other branches or other banks for 
collection, can be verified by examination of the registers and 
subsequent collections. It should be seen that proper provision is 
made for rebate, representing the proportion of discount not earned 
at the date of the balance sheet. 

4.7 The securities deposited against loans and overdrafts should be 
examined. In case of loans and advances given against pledge or 
hypothecation of goods, the auditor should examine the documents 
and satisfy himself as to the title and check the stock sheets. It should 
be seen that the charge is registered, where necessary, with the 
Registrar of Companies. 

4.8 The ledger balances on current, deposit and loan accounts 
should be checked, and it should be seen that sufficient provision has 
been made for bad debts. 

4.9 The auditor should test check the vouchers for receipts and 
payments relating to income and expenditure and purchase and sale 
of assets. The income from investments, interest income etc., should 
be fully taken credit for. The interest on bad accounts should not be 
provided and if provided, it should be credited to interest suspense 
account and not accounted for as income. The interest payable 
should be fully brought into account. 

4.10 The auditor should carry out random test of a few of the bank 
pass-books and tally them with the ledger accounts. 

4.11 The general ledger, which contains a summary of all the 
transactions, should be carefully scrutinised and checked with the 
trial balance. 

4.12 The branch adjustments, which require special attention, 
should be checked with reference to the branch reconciliations. The 
inter-branch accounts should either agree or reconcile and the 
reconciliations should be thoroughly scrutinised to see that there are 
no old outstanding items and that the items have been subsequently 
cleared. 

4.13 The auditor must give special attention to the verification of 
the existence, value, title and possession of the assets. 

4.14 The auditor should verify the liabilities on account of letters of 
credit and guarantees given by the bank on behalf of its constituents, 
with reference to the documents and registers and it should be seen 
that adequate margin is held. In r^pect of drafts issued and T.T. 
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payable the liabilities should be verified with reference to the 
documentary evidence. 

4.15 He should see that all liabilities have been brought into account 
and in respect of contingent liabilities an adequate note is placed at 
the foot of the balance sheet. 

4.16 He should see that loans and advances are properly classified 
into secured and unsecured and, that the information required by 
Form A is fully set out in the balance sheet. 

4.17 He must satisfy himself that the transactions of the banking 
company which have come to his notice have been within the powers 
of the company. 

4.18 The banking companies usually possess secret reserves. The 
Form of Profit and Loss Account requires that “income” should be 
shown after deduction provision made during the years for bad and 
doubtful debts and other usual or necessary provisions. The 
provision for bad and doubtful debts should have been made to the 
satisfaction of the auditors. The secret reserves are usually created by 
a credit to the contingency account and by understatement of 
income etc. The secret reserves are justified on the ground that the 
bank may have to absorb unforeseen losses on account of bad debts, 
loss on sale of investments, exchange losses and losses due to fraud 
and defalcation. 

4.19 The special provisions of the Banking Regulation Act, 1949, 
which affect the accounts and audit of the banking companies should 
be duly complied with and further in the case of nationalised banks it 
should be ensured that the provisions of the Banking Companies 
(Acquisition and Transfer of Undertakings) Acts, 1970 and 1980,are 
duly complied with. 

4.20 The auditor should see that the provisions of Section 228, 
Companies Act, 1956, in respect of the branches, have been duly 
complied with. 

4.21 A reference may be made to the following publications of the 
ICAl: 

(i) Study on Audit of Banks 

(ii) Guidance Note on Long Form Audit Reports in Audit of Public 
Sector Banks. 

11. INSURANCE COMPANIES 

5 LIFE INSURANCE CORPORATION 

5.1 The Life Insurance Corporation Act, 1956, provides for the 
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nationalisation of life insurance business in India by transferring all 
such business to a Corporation established for the purpose. It 
provides for the regulation and control of the business of the 
Corporation and for matters connected therewith or incidental 
thereto. 

5.2 Under the said Act, the Central Government has established a 
Corporation called “The Life Insurance Corporation of India** which 
is a body corporate having perpetual succession and a common seal. 
The original capital of the Corporation is fixed at five crores of rupees 
which is provided by the Central Government. 

5.3 Except to the extent otherwise expressly provided in the Act, 
under Section 30 of the Act, the Corporation has the exclusive 
privilege of carrying on life insurance business in India. 

5.4 Under Section 25, the accounts of the Corporation are require 
to be audited by auditors duly qualified to act as auditors of 
companies. The auditors are appointed by the Corporation with the 
previous approval of the Central Government and the remuneration 
is fixed by the Central Government. Such auditors, in the 
performance of the duties, shall have at all reasonable times access to 
the books, accounts and other documents of the Corporation. The 
auditors are required to submit the report to the Corporation and 
also are required to forward a copy thereof to the Central 
Government. The Central Government, inter alia, should cause the 
report of the auditors, under Section 25, to be laid before both 
Houses of Parliament as soon as may be after such report is received by 
the Central Government. 

5.5 Sections 24, 26, 27, 28 and 28A deal respectively with, funds of 
the Corporation; actuarial valuations; annual report of activities of 
the Corporation; utilisation of surplus from Life Insurance Business 
and profits from any other business. 

5.6 Section 43 of the said Act specifies the sections of the Insurance 
Act, 1938, which apply to the Corporation. 

6 GENERAL INSURANCE BUSINESS 

6.1 Under Section 24 of the General Insurance Business 
(Nationalisation) Act, 1972, the General Insurance Corporation of 
India and the acquiring companies have the exclusive privilege of 
carrying on general insurance business in India. 

6.2 Under Section 9 of the said Act, the Central Government has 
formed a Government Company under the proviuons of the 
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Companies Act known as General Insurance Corporation of India 
for the purpose of superintending, controlling and carrying on the 
business of general insurance. 

6.3 According to the notification dated 29th December 1972 issued 
by the Central Government under Section 35 of the said Act, certain 
sections of the Insurance Act, 1938 are not applicable to the General 
Insurance Corporation of India and every acquiring company. 

6.4 The provisions of General Insurance Business (Nationalisation) 
Act, 1972 and the applicable provisions of The Insurance Act, 1938 
relevant for the purpose of audit are discussed hereunder. 

6.5 Under Section 3, Clause (g), of the Act of 1972, “general 
insurance business” means fire, marine or miscellaneous insurance 
business, whether carried on singly or in combination with one or 
more of them but does not include capital redemption business and 
certain annuity business. 

6.6 The provisions of the Insurance Act, 1938, so far as they are 
applicable to the General Insurance Corporation and acquiring 
company, are discussed hereunder. 

6.7 ' Registration 

6.7.1 Section 3 provides that no person shall begin to carry on any 
class of insurance business in India unless he has obtained from the 
Controller a certificate of registration for the particular class of 
insurance business in the manner provided. 

6.7.2 Under the circumstances specified in Section 3(4), the 
Controller has the power to cancel the registration of an insurer either 
wholly or in so far as it relates to a particular class of insurance 
business as the case may be. 

6.7.3 An insurer who has been granted a certificate of registration 
under section 3 should have the registration renewed annually for 
each year on payment of the prescribed fee as provided in Section 3 A. 

6.8 Agents 

6.8.1 Section 42 provides that the Controller or an officer 
authorised by him in this behalf shall, in the prescribed manner and 
on payment of the prescribed fee, issue to any person making an 
application in the prescribed manner a licence to act as an insurance 
agent for the purpose of soliciting or procuring insurance business. 
Such lincence entitles the holder to act as an insurance agent for an 
insurer. 

6.8.2 Section 43 requires every insurer and every person who acting 
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on behalf of an insurer employs insurance agents to maintain a 
register showing the name and address of every insurance agent 
appointed by him and the date on which his appointment began and 
the date, if any, on which his appointment ceased. 

6.9 Register of Policies 

6.9.1 Section 14 requires that a register or record of policies should 
be kept in which shall be entered, in respect of every policy 
issued by the insurer, the name and address of the policy holder, the 
date when the policy was effected and a record of any transfer, 
assignment or nomination of which the insurer has notice. 

6.10 Register of Claims 

6.10.1 Section 14 also requires that a register or record of claims 
should be maintained in which shall be entered every claim made 
together with the date on which the claim was made, the name and 
address of the claimant and the date on which the claim was 
discharged or in the case of a claim which is rejected, the date of 
rejection and the grounds therefor. 

6.11 Prohibition of Rebates 

6.11.1 Section 41 prohibits any rebate of the whole or part of the 
commission or of the premium except such rebate as may be allowed 
in accordance with the published prospectus or tables of the insurer. 
The prohibition applies to a person paying such rebate as well as to a 
person receiving such rebate. 

6.12 Limitation of Expenses of Management 

6.12.1 Section 40C provides as under: 

(1) After the 31st day of December. 1949. no insurer shall, in respect of any class of 
general insurant business transacted by him in India, spend in any calendar year 
as expenses of management including commission or remuneration for procuring 
business and amount in excess of the prescribed limits and in prescribing any such 
limits regard shall be had to the size and age of the insurer: 

Provided that where an insurer has spent as such expenses in any year an 
amount in excess of the amount permissible under this subsection, he shall not be 
deemed to have contravened tlK provisions of this section, if the excess amount so 
spent is within such limits as may be fixed in respect of the year by the Controller 
(tfter consultation with the Executive Committee of the General Insurance 
Council constituted under Section 64-F. by which the actual expenses incurred 
may exceed the expenses permissible under the subsection. 

(2) Every insurer as aforesaid shall incorporate in the revenue a certificate signed by 
the chairman and two directors and by the principal officer of the insurer, and by 
an auditor certifying that all expenses of management wherever Incurred, whether 
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directly or-indirectly, in respect of the business referred to in this section, have 
been fully debited in the revenue account as expenses. 

Explanation: In this section- 

fa) “calendar year"shall have the meaning assigned to it in Section 40Bi 

(b) “expenses of management " means all charges, wherever incurred whether directly 
or indirectly, including commission payments of all kinds and, in the case of an 
insurer having his prmc^al place of business outside India, a proper share of 
head office expenses, which shall not he less than such percentage as may be 
prescribed, of his gross premium income (that is to say, the premium income 
without taking into account premiums on reinsurance ceded or accepted) written 
direct in India during the year, but in computing the expenses of management in 
India the following, and only the following, expenses may be excluded, 
namely: 

(i) in the case of an insurer having his principal place of business in India, a 
share of head office expenses in respect of general insurance business 
transacted by him outside India not exceeding such percentage of his gross 
direct premium written outside India as may be prescribed; 

(ii) . 

(Hi) any expenses debited to profit and loss account relating exclusively to the 
management of capital, and dealings with shareholders and a proper share 
of managerial expenses calculated in such manner as may be prescribed, 
and 

(iv) any expenses debited to claims in the revenue account in Form F of Part II 
of the Third Schedule, 

(c) “insurance business transacted in India" includes insurance business, wherever 
effected relating to any property situated in India or to any vessel or aircraft 
registered in Indio. 

6.12.2 Rules 17-E, 17-Fand I7-FBofthe Insurance Rules, I939,are 
as under: 

17E Limitation of expenses of management m general insurance business— 

(1) After the 3Ist day of December 1949, no insurer shall, in respect of general 
insurance business transacted by him in India other than marine insurance 
business, spend in any calendar year as expenses of management, including 
commission or remuneration for procuring business an amount exceeding the 
sum of— 

(i) the amount of commission or other remuneration paid to insurance agents 
and principal agents in respect of that business transacted in the year but not 
exceeding in respect of fire insurance business 5 per cent and in respect of 
miscellaneous insurance business 10 per cent of the grosspremhan income 
written direct in India in respect of that business in the year; and 

(ii) an amount computed on the basis of the percenta^s appropriate to the 
various parts of total gross premium income written direct in India durmg 
the year: 
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Part of the total gross premium income of the insurer written Percentage 
direct in India (fire and miscellaneous business combined) of 

premiums 


First 10 lakhs of rupees 35 

Next 5 lakhs of rupees 32>/2 

Next 5 lakhs of rupees 30 

Next 7'/2 lakhs of rupees 27 ‘/2 

Next 7>/2 lakhs of rupees 25 

Next 10 lakhs of rupees 22V2 

The balance .. 20 


(2) After the 31st day of December 1949, no insurer shall, in respect of marine 
insurance business transacted by him in India, spend in any calendar vear as 
expenses of management, including commission or remuneration for procuring 
business an amount exceeding the sum of: 

(i) the amount of commission or other remuneration paid to insurance agents and 
principal agents in respect of that business transacted in the year but not 
exceeding in amount five per cent of the gross premium income written direct in 
India in respect of that business in the year; and 

(ii) an amount computed on the basis of percentages appropriate to the various parts 
of his total gross premium income written direct in India during the year: 


Part of the total gross premium income of the insurer written Percentage 
direct in India of 

premiums 


First 5 lakhs of rupees 
Next 5 lakhs of rupees 
Next 5 lakhs of rupees 
Next 7^2 lakhs of rupees 
The balance .. 


25 

22V2 

20 

171/2 

15 


(3) Notwithstanding anything contained in sub-rules (!) and (2), an insurer may 
during the first ten years of his general insurance business, spend in any calendar 
year as expenses of management including commission or remuneration for 
procuring business an additional amount, in respect of his general insurance 
business, not exceeding — 

(i) diving the first three years, the interest earned on the paid-up capital in that 
year; 

(ii) duiwg the second period of three years, an amount equal to 10 per cent of 
the gross premium income written direct in India, or to the interest earned 
on the paid-tq) capital in that year, whichever is less; 
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(Hi) during the seventh and eighth years an amount equal to 5 per cent of the gross 
premium income written direct in India, or to three-fourths of the interest 
earned on the paid-up capital in that year, whichever is less; 

Provided that nothing in this clause shall apply to regulate the expenses 
of an insurer in any such year if his gross premium income in that year 
exceeds twenty-five lakhs of rupees; 

(iv) during the ninth and tenth years an amount equal to 3 per cent of the gross 
premium income written direct m India, or to half of the interest earned on 
the paid-up capital in that year whichever is less: 

Provided (hat nothing in this clause shall apply to regulate the expenses 
of an insurer in any such year if his gross premium income in that year 
exceeds twenty-five lakhs of rupees. 

I7F. Head Office expenses — (1)..... 

(2) The share of the Head Office expenses in the case of an insurer having his 
principal place of business in India for the purposes of sub-clause (i)of clause (b) 
of the Explanation to section 40C of the Act, shall not exceed 5 per cent of the 
gross premium income written direct outside India during the year. 

I7FB. Calculation of proper share of managerial expenses.—For the purposes of 
sub-clause (Hi) of clause (b) of the Explanation to section 40C of the Act. the proper 
share of managerial expenses, that may be excluded in computing the expenses of 
management in India, shall be computed in the following manner, namely; 

(a) in the case of an insurer having his principal place of business in India, the same 
proportion of the total remuneration received by the Chief Executive Officer of 
the insurer (by whatever name called) as 15 per cent of the paid-up capital of the 
insurer bears to the total gross premium written direct in India by the insurer. 

6.12.3 Under Section 44A, the Controller may for the purposes of 
ensuring compliance with Section 40C, require from an insurer such 
information certified if so required by an auditor or actuary, as he 
may consider necessary. 

6.13 Separation of Accounts 

6.13.1 Under Section 10, an insurer carrying on business of more 
than one class, is required to keep a separate account of all receipts 
and payments in respect of each such class of insurance business. 

6.14 Utilisation of Profit 

6.14.1 Under Section 20 of the Act of 1972, every acquiring 
company shall distribute the balance of profit as dividends after 
making provision for bad and doubtful debts, depreciation in assets, 
provident, superannuation, welfare and other funds, debts due to 
Government and all other matters for which provision is necessary 
under any law or which are usually provided for by insurance 
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companies. In this behalf, reference should be made to Rule 2 of 
General Insurance Business (Nationalisation) Rules, 1973 for 
detailed provisions. 

6.15 Accounts and Balance Sheet 
6.15.1 Section 11(1) provides as under; 

Every insurer in the case of an insurer specified in sub-clause (aXU) sub-clause (b)of 
clause (9) of section 2 in respect ofall insurance business transacted by him, and in the 
case of any other insurer in respect of the insurance business transacted by him in 
India, shall at the expiration of each calendar year prepare with reference to that 
year— 

(a) in accordance with the regulations contained in Part I of the First Schedule, a 
balance sheet in the form set forth in Part II of that Schedule; 

(b) in accordance with the regulations contained in Part I of the Second Schedule, a 
profit and loss account in the forms set forth in Part Hof that Schedule, except 
where the insurer carries on business of one class only of the following classes, 
namely, life insurance, fire insurance or marine insurance and no other business; 

(c) in respect of each class or sub-class of insurance businessfor which he is required 
under sub-section (I) of section 10 to keep a separate account of receipts and 
payments, a revenue account in accordance with the Regulations, and in the form 
or forms, set forth in the Third Schedule applicable to that class or sub-class of 
insurance business. 

THE FIRST SCHEDULE 

{See Section II) 

Regulations and Forms for the Preparation of Balance sheet 

Part I—Regulations 

1. The balance-sheet required to be prepared in respect of every class of business 
carried on by an insurer is, in the form in which it is set out in Part II of this Schedule 
(Form A), appropriate to a case where the insurer maintains a separate fund in respect 
of life irtsurance business. 

2. The balance-sheet of life insurance business shall be prepared as a separate 
document. The balance-sheet of any class of business may be prepared as a separate 
document instead of being incorporated by the addition of columns and headbtgs in 
the general balance-sheet, but the totals of each such separate balance-sheet (showing 
the total assets of the class of business, the balance at the credit of the life insurarue 
fund or other separate fund or account, the amount of share-holds' undivided 
profits, and outstanding liabilities) must in any case be incorporated in the general 
balance-sheet. 

3. (fmy combined balance-sheet is for any purpose issued by an insurer, it shall be 
in accordance with the Form set out in this Schedule, and there shall not be included 
among the assets shown in,any such combined balance-sheet any amount in respect 
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any holding in or advance to any insurer whose assets and liabilities have been 
incorporated therein. Every combined balance-sheet must show clearly on the foot 
thereof that it is a combined balance-sheet and must set out fully the name of every 
insurer whose assets and liabilities have been incorporated therein: if the assets and 
liabilities of any person not being an insurer are included in a combined balance-sheet 
the fact must be stated thereon. 

4. Where any guarantee has been given by an insurer (otherwise than in the ordinary 
course of re-insurance business) in respect of the policies of any other insurer, the 
balance-sheet of the insurer by whom the guarantee was given must show clearly the 
name of every insurer whose policies have been so guaranteed and the extent of the 
guarantee: 

Provided that this regulation shall not apply where a combined balance-sheet is 
issued incorporating the assets and liabilities oj the insurer whose policies are 
guaranteed. 

5. Where any part of the assets of an insurer is deposited in any place outside India 
as security for the owners of policies issued in that place, the balance-sheet shall state 
that part of the assets has been so deposited, and, if any such part forms part of the life 
insurance fund, shall show the amount thereof and the place where it is deposited. 
Where any combined balance-sheet is issued by an insurer for any purpose, the 
information required by this regulation shall be shown in the aggregate in respect of all 
the insurers whose assets and liabilities have been incorporated in the balance-sheet. 

6. There shall be appended to the balance-sheet a .statement in Form AA as set out 
in Part II of this Schedule showing the market value and the hook value of the assets in 
India. 

7. Every balance-sheet shall contain the following certificates, namely: 

(a) a certificate signed by the .same persons as are required by this Act to sign the 
balance-sheet explaining how the values as shown in the balance-sheet of the 
In vestments in Slocks and Shares have been arri vedat, and how the market value 
thereof has been ascertained for the purpose of comparison with the values .so 
shown; 

(b) a certificate signed by the .same persons as are reauired hv this Act to sign the 
balance-sheet and signed also, so far as respects the value of any items shown in 
the balance-.sheet under iIk heading of "Reversions and Life Interests”, by an 
actuary, certifying that the values of all the assets have been reviewed as at the 
date of the balance-sheet, and that in their belief the assets set forth in the 
balance-sheet are shown in the aggregate at amounts not exceeding their 
realisable or market value under the several headings-” Loans”, “ Reversions and 
Life Interests", “Investments". "Agent's Balances". “Outstanding Premiums”. 
“Interest, Dividends and Rents Outstanding", “Interest. Dividends and Rents 
accruing but not due " “Amounts due from other Persons or Bodies carrying on 
Insurance Business", “Sundry Debtor", "Bills Receivable", “Cash" and the 
several items specified under "Other Accounts": 

Provided that if the persons signing the certificate are unable to certify ifte 
assets setforth in the balance-sheet are so shown as aforesaid a full explanation of 
tlw bases upon which the values shown in the balance-sheet have been assessed 
shall be given in the certificate; 

(c) where the balmce-sheet relates either wholly or in part to life inasrance business. 
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a certificate signed by the same persons as are required by this Act to sign the 
balance-sheet and by the auditor certifying that no part of the assets of the life 
insurance fund has been directly or indirectly applied in contravention of the 
provisions of this Act relating to the application and investment of life insurance 
funds; and 

(d) certificates signed by the auditor (which shall he in addition to any other 
certificate or report which he is required by iaw to give with respect to the 
balance-sheet) certifying — 

(i) that he has verified the cash balances and the securities relating to the 
insurers loans, reversions and iife interests, and investments; 

(ii) to what extent, if any, he has verified the investments and transactions 
relating to any trusts undertaken by the insurer as trustee; and 

(lii) in the case of a combined balance-sheet, that he has audited the balance- 
sheet and accounts of every insurer whose assets and liabilities are 
incorporated therein, or that any such balance-sheet and accounts which 
have not been audited by him have been certified by independent auditors. 
The said certificates shall contain a reference to such reservations, if any, as 
may have been made by any auditor upon any report or certificate given by 
him with respect to the balance-sheet and accounts of any insurer whose 
assets and liabilities are incorporated in the combined balance-sheet 

8. If the values shown in the balance-sheet in respect of “Holdings in Subsidiary 
Companies " or “House property (i) in India (ii) out of India" have been increased since 
the last previous balance-sheet, the certificate required by paragraph (b) of the last 
foregoing regulation shall state the amount of every increase not solely due to the cost 
of subsequent additions or, as respects holdings in controlled companies, to increased 
profits, and shall contain an explanation of the reason therefor. 

9. For the purposes of this Schedule the following expressions have the meanings 
hereby respectively assigned to them, namely: 

(a) “combined balance-sheet" includes any combined statement made by an 
insurer of assets and liabilities in the form of a balance-sheet which inciudes 
the assets and liabilities of any other insurer; and 

(b) “market value" means as respects any asset the market value thereof as 
ascertained from published market quotations, or, if there be no such value, 
its fair value as between a willing buyer and a willing seller. 
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serve or contingency Riversions and Life Interests 

Account (a); purchased 
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intimated (</) * Foreign Securities 
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Total 

Rs. P. 

1 1 o 1 ^ 

&1 

oo 1'' 

CA 

0^ 



§ ‘3 1 -v 

ol 

fm 

tSJ E 2 

13 < ffl 

Rs. 



1 

Bonds, Debentures, Stocks 
and other Securities 
whereon Interest 'S 

guaranteed by the Indian 
Government or a State 
Government 

Bonds, Debentures, Stocks 
and other Securities where 
on Interest is guaran¬ 
teed by the British or any 
Colonial Government 

Bonds, Debentures, Stocks 
and other Securities 
whereon Intoiest is 
gimanteed by any 
Foreign Government 

Total 

Rs. P. 

1 1 
5c 


al 

Life and 
Annuity 
Business 

(1) 

d 'SB 

! 


Annuities due and unpaid 
(<0 

Outstanding Divklends 
Amounts due to other Per- 
•ons or bodies carrying 
on Imurance Business (c) 
Sundry Oeditors (including 
outstanding and accru¬ 
ing expenses and Taxes) 
ie) 

Odier suns owing by the 
Jbttuier (particulars to 
begtvo^ (c) -• 

Contu^ent Liabilities (to 
beqieciied) (tf) 

Rs.- 








Debentures of any railway 
in India 
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SuDdiy Debtors (/) 



Bills Receivable .. 

Cash: 

At Bankers on Deposit 
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( 0 ) Such items as amount of liability in respect of bills discounted, uncalled capital of subsidiary companies, uncalled capital 



b, cte. must dtliCT be shown in their semnl categories under the heading “Contingent Liabilities” or the appro- 
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(The First Schedule) 

FORM AA 

Classified Summary of the Assets in India of the . Company on 19. 


Class of Asset 

Book 
value 
as per 
(a) below 

Market 
value 
as per 
(b) below 

Remarks 
as per 
(c) below 

(1) Government of India Securities. 

(2) India State Government Securities. 

(3) Indian Municipal Port and Improve¬ 
ment Trust Securities including De¬ 
bentures 

(4) Debentures of Indian Railways. 

(5) Guaranteed and Preference Shares 
of Indian Railways. 

(6) Annuities of Indian Railways. 

(7) Ordinary Shares of Railways in India. 

(8) Other Debentures of concerns in 

India. 

(9) Other Guaranteed and Preference 

Shares of concerns in India. 

(10) Other Ordinary Shares of concerns 
in India. 

(11) Loans on the Company's policies 
effected in India and within their 
surrender value. 

(12) Loans on Mortgage of Property in 

India. 

(13) Loans on Personal Security to persons 
domiciled and resident in India. 

(14) Other loans granted in India (parti¬ 
culars to be stated). 

(15) Land and House property in India. 

(16) Cash on Deposit in Banks in India. 

(17) Cash in hand and on current account 
in banks in India. 

(18) Agent's balances and outstanding 
premiums. 

(19) Interest, dividends and rents either 
outstanding or accrued but not due. 

(20) Other assets in India (to be specified). 

Rs. 

1 

Rs. 

1 

i 

j 

j 

1 

1 

1 

! 
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Form AA—contd. 


The statement shall show - 

(a) the value for which credit is taken in the balance-sheet for each of the above 
mentioned classes of assets, 

(b) the market value of such of the above mentioned classes of assets as has been 
ascertained from published quotations after deduction of accrued interest 
included in market prices in those cases where accrued interest is included 
elsewhere in the balance-sheet, 

(c) how the value of such of the above mentioned classes of assets as has not been 
ascertained from published quotations has been arrived at, and 

(d) the rates of exchange at which the values of the assets other than in rupee 
currency have been converted into rupees. 

The market values need not be shown separately where they are not less than the 
book values and a certificate to that effect is appended to the statement. 

No amount on account of any of the following items may be entered in the 
statement: 

Goodwill. 

Preliminary, formation, organisation or development expenses 
Commission or di.scount on shares or debentures issued. 

Commuted Commission 

Expenditure earned forward to be written off in future years. 

THE SECOND SCHEDULE 

(See Section 11) 

Rfgim.amons and Forms por ihe preparation ot Proeti and Ijoss Account 

Part 1 —Regulations 

1. The items on the income side of the Profit and Loss Account and Profit and Loss 
Appropriation Account must relate to income whether actually received or not, and 
the items on the expenditure side must relate to expenditure whether actually paid or 
not. 

2. Deductions from Interest, Dividends and Rents to be shown in respect of income- 
tax must include all amounts in respect of Indian (Central) income-tax whether or not it 
has been or is to be deducted at source or paid direct. 

3. The Interest, Dividends and Rents, less income-tax thereon shown in the 
Revenue Accounts for any classes of business other than life insurance business, 
including annuity business may, if the insurer so desires, be included with the 
corresponding items in the Profit and Loss Account. 
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Part II .—Forms 
FORM B 

Form of Profit and Loss Account 

Profit and Loss Account of.for the year ended 19.... 


Indian (Central) Taxes on 
the Insurer’s Profits (not ap¬ 
plicable to any particular 
Fund or Account) 


Rs. P. 


Rs.P 


Interest, Dividends and Rents 
(not applicable to any parti¬ 
cular Fund or Account) 


Rs. 

Less: —Income-tax thereon 


Rs. 


Expenses of Management 
(not applicable to any parti¬ 
cular Fund or Account)* 

Loss on Realisation of Invest¬ 
ments (not charged to Reser¬ 
ves or any particulai Fund 
or Account) 


Profit on realisation of Invest¬ 
ments (not credited to Reserves 
or any particular Fund or 
Account) ,. 

Appreciation of Investments 
(not credited to Reserves or 
any particular Fund or Ac¬ 
count) 


Depreciation of Investments 
(not charged to Reserves or 
any particular Fund or Ac¬ 
count) 

Loss transferred from Re¬ 
venue Accounts (details to 
be given) 

Other Expenditure (to be 
specified) 

Balance fer the year carried 
to Appropriation Account 


Profit transferred from Reve¬ 
nue Accounts (details to be 
given) 

Transfer Fees 


Other Income (to be speci¬ 
fied) 

Balance being loss for the year 
carried to appropriation Ac¬ 
count 


*lf any sum has been deducted from this item and entered on the assets 
side of the balance-sheet, the amount must be shown separately. 
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FORM C 

Form of Profit atul Loss Appropriation Account 
Profit and Loss Appropriation Account of.for the year ended 19.... 


Rs.P. 

Balance being loss brought 
forward from last year 

Balance being loss for the year 
brought from Profit and 
Loss Account (as in Form B) 


Dividends paid during the 
year on account of the cur¬ 
rent year (to be specified and 
if “free of tax" to be so 
stated) 

Transfers to any particular 
Funds or Accounts (details 
to be given) 


Balance at end of the year as 
shown in the Balance-Sheet 



Rs.P. 

Balance brought forward from 
last year Rs. 

Lerj’—Dividends since paid 
in respect of last year (to be 
specified and if “free of tax" 
to be so stated)* Rs. 


Balance for the year brought 
from Profit and Loss Account 
(as in Form B) 

Balance being loss at end of 
the year as shown in the 
Balance-Sheet. 


♦Note.—T his iiem may be shown on the other side of the account if pre¬ 
ferred. 




BANKING AND INSURANCE COMPANIES 


743 


THE THIRD SCHEDULE 


{See Section II) 

Regulation and Forms for the preparation of Revenue Accounts 

Part 1 —Regulations 

1. Form D is, as set out in Part II of this Schedule, appropriate for life insurance 
business, but a separate revenue account must be prepared for every class or sub-class 

■ of business in respect of which the insurer is required to maintain a separate account. 

2. Form F is, as set out in Part 11 of this Schedule, appropriate for fire insurance and 
for Marine insurance business. A separate revenue account in the same form must be 

. prepared for miscellaneous insurance exclusive of any sub-class of such business in 
, respect of which the insurer is required to maintain a separate account. 

For a sub-class of miscellaneous insurance in respect of which the insurance is 
required to maintain a separate account. Form D or Form Fas set out in Part II of this 
Schedule may be used with such modifications as the Controller may authorise. 

3. If any combined revenue account is for any purpose issued by an insurer it must 
be in accordance with the forms specified in this Schedule and must clearly show on the 
face thereof that it is a combined revenue account, and must set out fully the name of 
every insurer required to make separate returns under this Act, whose revenue and 
expenditure have been included therein; if the revenue and expenditure of any person 
not being an insurer are included in a combined revenue account, the fact must be 
stated thereon. 

4. The items on the income side of the revenue account must relate to income 
whether actually received or not, and the items on the expenditure side must relate to 
expenditure whether actually paid or not. 

5. Re-insurance premiums, whether on business ceded or accepted, are to be 
brought into account gross (/>., before deducting commissions) under the head of 
premiums. 

6. As regards life insurance business the following statements shall be furnished to 
the Controlter every year showing details provided for in a Form pertaining thereto: 

(A) A statement in Form DD as set forth in Part 11 of this Schedule. 

(B) A statement in Form DDD as set forth in Part II of this Schedule. 

(C) A statement in Form DDDD as set forth in Part 11 of this Schedule. 

7. In addition to the revenue account, information sjwll be supplied of the gross 
premium written direct in India, that is, the premium without taking into account 
premiums on reinsurances ceded or accepted, forevery class or subclass of business in 
respect of which the insurer is required to maintain a separate account. 

7A. In addition to the revenue account, information shall also be supplied of the 
gross claims payable directly by the insurer in India (that is to say, the claims without 
taking into account claims on reinsurance ceded or accepted) separately for fire, 
marine and miscellaneous insurance business and the provisions of sections 20 and 
116A shall not apply to any iitformation so supfdied. 
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8. Any office premises which form part of the assets of a life insurance fund must be 
treated as an interest earning investment, and accordingly, in the revenue account for 
life insurance business a fair rent for the premises must be included under the heading 
“Interest, Dividends and Rents" and in the revenue account for every class of business 
for which the premises are used proper charges for the use thereof must be included 
under the heading "Expenses of management". 

9. Where an insurer carries on the business of life insurance in conjunction with any 
other class of insurance business the expenses of management charged to the life 
insurance revenue account must not include more than a reasonable proportion of the 
common expenses and in particular, no such account must be charged with more than 
a fair sum for the use of any office premises having regard to the income from the 
various classes of business earned on and to the extent to which premises are used for 
the purposes of each class of business. 

10. Deduction from Interest, Dividends and Rents in respect of income-tax must 
include all income-tax charged on such income whether or not it has been or is to be 
deducted at source or paid direct; the income-tax to be shown as so deducted in the life 
insurance Revenue Account is Indian (Central), Indian (State), United Kingdom, 
Foreign and Dominion income-tax, but the income-tax to be shown as deducted in 
Revenue Accounts of any other classes of business is Indian (Central) income-tax only. 
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Expenses of Management (b) (iii) Single premiums 

1. (<?) Commission to Consideration for Annui- 

Insurance agents ties granted, less Re- 
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9. Printing and Stationery 
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NOTES 

(a) These columns apply only to business the premiums in respect of which arc 
ordinarily paid outside India 

If any question arises whether any premiums arc ordinanly paid outside India, the 
Controller shall decide the question and his decision shall be final 

(b) If any sum has been deducted from this item and entered on the assets side of the 
balance-sheet, the amount so deducted must be shown separately Under this item the 
salary paid to the managing agent or managing director shall be shown separately from 
the total amount paid as salaries to the remaining staff. 

(c) All single premiums for annuities, whether immediate or deferred, must be 
included under this heading. 

(d) Indian, United Kingdom, foreign and Dominion income-tax on Interest, 
Dividends and Rents must be shown under this heading, less any rebates of income-tax 
recovered from the revenue authonties in respect of expenses of management. The 
separate heading on the other side of the account is for United Kingdom. Indian, 
Foreign and Dominion taxes, other than those shown under this item. 

(e) Under the head “Other Income” fines, if any, realised from the staff must be 
shown separately All the amounts received by the insurer directly or indirectly 
whether from his head office or from any other source outside India shall also be 
shown separately in the revenue account except such sums as properly appertain to the 
capital account. 

(f) In the case of an insurer having his principal place of business outside India the 
expenses of management lor business out of India and total business need not be split 
up into the several sub-heads, if they are not so split up in his own country. 

(g) Where the maximum premium-paying period includes a fraction of a year, such 
fraction shall be ignored for the pui poses of this revenue account 
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{The Third Schedule) 

FORM F 

Form of Revenue Account applicable to Fire Insurance Business. 
Marine Insurance Business and Miscellaneous 
Insurance Business 

Revenue Account of..for the year ended.19. 

in respect of.Business 


Rs. 

* Qaims under Policies, 
less Re-insurances (aXd): 

Paid during the year.Rs. 

Total estimated liability 
in respect ol outstand¬ 
ing claims at end of 
the year whether due 
or intimated ..Rs. 


Total - 

Less—Outstanding at end 
of previous year {b) Rs. 

* Commission on direct 

Business 

Commission on Re-insu¬ 
rances accepted 

* Expenses of manage¬ 

ment (c) 

* Bad Debts . 

United Kingdom, Indian, 

Dominion and Foreign 
Taxes 

* Other Expenditure (to 

be specified) 

Profit transferred to 
Profit and Loss 
Account 

Balance of Account at 
the end of the year as 
shown in the Balance- 
Sheet 

Reserve for Unexpired 
Risks, being per cent, 
of premium income 
of year ..Rs. 

Additional Reserve (if 
any) .Rs. 

Rs. 


Rs. 

Balance of Account at 
beginning of the year 
Reserve for unexpired 
Risks Rs. 

Additional Reserve (if 
any) .. .. 

* Premiums, less Re¬ 
insurances (d) 

Interest, Dividends and 
Rents .. ..Rs. 


Less—Income-tax 
thereon Rs. 


Commission on Re-insu- 
rances ceded 


* Other Income (to be 
specified (e) 

Loss transferred to Profit 
and Loss Account 
Transferred from Appro¬ 
priation Account 


Rs. 
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NOTES 

(a) This item must include all expenses directly incurred in relation to assessment of 
claims of the nature of survey fees, fees for police reports, legal fees. Court expenses 
and other similar charges, but should not include any establishment or administration 
expenses except in so far as they relate to any employee exclusively employed on survey 
or assessment of losses. 

(b) If in any year the claims actually paid and those still unpaid at the end of that 
year in respect of the previous year or years are in excess of the amount included in the 
previous year’s Revenue Account as provision for outstanding claims, then the amount 
of such excess must be shown in the Revenue Account. 

(r) If any sum has been deducted from this item and entered on the assets side of 
the balance-sheet the amount so deducted must be shown separately. 

(</) Where the account is furnished under the provisions of section 11 of the 
Insurance Act, 1938, separate figures for claims paid to claimants in India and 
claimants outside India, and for premiums derived from business effected in India and 
effected outside India must be given. 

(e) All the amounts received by the insurer directly or indirectly whether from this 
head office or from any other source outside India shall also be shown separately in the 
revenue account except such sums as properly appertain to the capital account. 

* Where the account is furnished under the provisions of clause (b) of sub-section (2) 
of section 16 of the'lnsurance Act, 1938 by an insurer to whom that section applies, 
separate figures for business within India and business out of India must be given 
against the items marked with an asterisk. Against all other items the total amount for 
the business as a whole may be given. 

Note : References to “an insurer having principal place of business outside India" in 
the requirements under First, Second and Third Schedule reproduced above, 
are now redundant. 

6.15 The accounts and statements referred to in Section 11(1) are 
required to be signed by the insurer or in the case of a company by the 
chairman, if any, and two directors and the principal officer of the 
company, or in the case of a firm by two partners of the firm. 
6.153 Section 15 provides that the audited accounts and statements 
should be printed and four copies thereof signed in the prescribed 
manner should be furnished as returns to the Controller within the 
prescribed time limit. 

6.16 Audit 

6.16.1 Section 12 provides as under: 

The balance sheet, profit and loss account, revenue account and profit and loss 
af^ropriation accotmt of every instver, in the case ofan burner specified in sub-cktuse 
(a) (ii) or sulxlause (b) of clause (9) of section 2 in re^ct of all iruurance business 
transacted by him, and in the case of any other insurer in respect of die insurance 
busbtess transacted by him in India, shall, unless they are sidfject to msdit under the 
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Indian Companies Act, 1913, be audited annuaily by an auditor, and the auditor shall 
in the audit of all such accounts have the powers of, exercise the functions vested in. 
and discharge the duties and be subject to the liabilities and penalties imposed on, 
auditors or companies by section 145 of the Indian Companies Act, 1913. 


6.16.2 Under Section 104, whoever, in any return, report, 
certificate, balance sheet or other document, required by or for the 
purposes of any of the provisions of the Act, wilfully makes a 
statement false in any material particular, knowing it to be false, is 
punishable with imprisonment or fine or both. 

6.17 Auditor’s Duty: Special Points 

6.17.1 In addition to the general procedure which has been dealt 
with at length in preceding chapters, special points which arise for 
consideration in case of audit of insurance companies are discussed 
hereunder. 

6.17.2 In the case of an insurance company it is not possible for an 
auditor to examine the whole of the transactions in detail and hence it 
is necessary for him to examine whether the system of internal check 
and control is adequate. He should decide upon the scope of his 
examination having regard to the nature and extent of the internal 
check in force. 

6.173 The auditor should check the cash book and vouch the 
receipts and the payments. The premium receipts should be traced 
fiom the policy registers for direct and re-insurance business. The 
claims paid should be traced into the claims register. The bank pass¬ 
books should be checked and the bank balances should be verified 
with reference to the certificates of the banks obtained directly by the 
auditor. He should also verify the cash on hand. 

6.17.4 The auditor should vouch the premium income with the 
premium register from which it should be possible to verify the 
premium income in total by taking the totals of the direct premiums 
after adjusting extra premiums and refunds and adding thereto the 
premiums on re-insurances accepted and deducting therefrom the 
premiums paid on re-insurance ceded. 

6.173 The claims paid and payable should be checked with the 
claims register. In respect of direct claims, he should see the party’s 
claim form, copy of the policy, surveyor’s report, vouchers for 
expenses and discharge voucher. The legal expenses incurred in 
respect of claims should be debited to the Claims Account and not to 
Legal Charges Account. When the claim is paid, it must be seen 
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whether any rights are acquired against third party by virtue of 
subrogation and it must be seen whether steps are taken to recover the 
claims from such third parties. In case of re-insurance claims the 
circular from the company concerned together with the surveyor’s 
report will be available for verification. The re-insurance recoveries 
should be checked and it should be ascertained that all outstandings 
on this account are provided for. 

6.17.6 As regards outstanding claims, he should see that the claims 
intimated and accepted as well as claims intimated but not accepted 
are duly provided for and that the relative re-insurance recoveries are 
taken into account. In case of disputed claims the liabilities should be 
estimated on a reasonable basis. 

6.17.7 The agents’ commissions, should be vouched with the 
receipts, agent’s accounts, etc., and it should be seen that provision 
has been made for any commission outstanding. Some of the accounts 
in the Agents’ Ledger should be tested with the returns from the 
agents. While vouching the commission it should be noted that the 
rate prescribed by the Act is not exceeded. The commission payable 
on direct business procured by agents may be reconciled with the 
premiums received on such business. In respect of agents' balances 
which are considered bad or doubtful adequate provision should be 
made. 

6.17.8 In the case of re-insurance companies, the treaties with the 
ceding companies should be examined, with particular references to 
any provisions under which the ceding company is entitled to retain 
funds as security for the fulfilment of the treaties. Where this is the 
case, certificates should be obtained from the companies concerned 
of the funds held by them, and they should appear separately in the 
balance sheet of the re-insurance company as amounts due from 
other persons or bodies carrying on insurance business. In case of 
treaties with re-insurance companies, it should be seen whether the 
profit commission to which a direct insurer is entitled to, is taken into 
account. 

6.17.9 The accounts of the ceding companies should be tested and 
the outstanding balances agreed; similarly, treaties made by the re 
insurance company with other companies, under which they may 
concede a portion of the re-insurances received by them should be 
examined, together with the accounts relative thereto. 

6.17.10 The auditor should ascertain that the items on the income 
side of the revenue account must relate to income whether actually 
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received or not and the items on the expenditure side must relate to 
expenditure whether actually paid or not. 

6.17.11 The expenses of management should be carefully 
scrutinised and it should be seen that all expenses of management 
wherever incurred, whether directly or indirectly, have been debited 
in the revenue account as expenses. Where the expenses of 
management are shared by different departments, it should be seen 
that the apportionment of expenses is made on a reasonable and 
equitable basis. 

6.17.12 The auditor should ensure that interest and dividends on 
investments have been duly collected and the outstanding income in 
respect thereof is brought into account. 

6.17.13 The adequacy of the reserves for unexpired risks should be 
fully inquired into, having regard to the nature of the business 
transacted and the past experiences of the company. Such reserve is 
computed with reference to the net premium income of the company. 
The Executive Committee of the General Insurance Council has laid 
down that in case of marine insurance the provision against unexpired 
risk should be 100% of net premiums and in the case of other businesses 
(fire, accidents, etc.) the provision should be 50% of the net 
premiums. As a matter of prudence, companies do set aside Reserves 
larger than those prescribed. 

6.17.14 The auditor should verify the investments of the company 
and see that the market value thereof is correctly ascertained. The 
balance sheet must state how the values of the investments in stocks 
and shares have been arrived at and how the market value thereof has 
been ascertained for the purpose of comparison with the values so 
shown. The auditor must also verify the balances with the banks, 
deposits with the Reserve Bank of India and the cash on hand. The 
agents’ balances should be checked with the confirmations obtained 
from the agents. 

6.17.15 The auditor should ascertain that all the contingent 
liabilities have been properly disclosed and shown under appropriate 
headings. 

6.17.16 The annual accounts should be prepared in accordance 
with the regulations and forms prescribed for the preparation of 
balance sheet, revenue accounts and profit and loss account. The 
regulations for preparation of accounts contain detailed instructions 
as to the manner in which such accounts are to be prepared and tlK 
same should be carefully followed by the auditor. 
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6.17.17 It should be noted that under the First Schedule to the Act, 
the auditor, in addition to any other certificate or report which he is 
required by law to give, with respect to balance sheet, is required to 
certify: (i) that he has verified the cash balances and the securities 
relating to the insurer's loans and investments, (ii) to what extent, if 
any, he has verified the investments and transactions relating to any 
trust undertaken by the insurer as trustee. 
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1 INTRODUCTION 

1.1 In addition to the genera] procedure which has been dealt with 
at length in preceding chapters, special points arise for consideration 
in each different class of audit. In the following pages the important 
points that require the auditor’s attention in a representative number 
of cases are considered. 

2 BRANCH ACCOUNTS 

2.1 In the case of a business possessingbranches, the auditor should 
ascertain the system by which the branch accounts are kept, and the 
manner in which they are incorporated in the head office books. 
Where the auditor docs not visit all the branches, he should enquire 
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carefully into the internal control over the activities and records of 
the branch and examine the returns furnished by them, which should 
in each case be duly certified by the branch manager, and ascertain 
that they are properly incorporated in the head office books. The 
auditor should in such a case state in his report that he has accepted 
the certified returns sent from certain branches. 

2.2 The auditor should, however, satisfy himself that all questions of 
principle, such as the valuation of stocks, provisions for depreciation, 
bad debts, etc., have been properly dealt with by the branches. 

2.3 In the case of retail branches it is usual to find goods supplied by 
the head office charged out either at cost price, or at cost price plus a 
fixed percentage, or at actual selling price, stocks in each case being 
taken on a similar basis, and in the two last cases the auditor should 
see that the values of the stocks have been reduced to cost or under for 
Balance Sheet purposes. Schedules of debtors at the branch should be 
submitted, duly certified, and the auditor should ascertain that all 
liabilities at the branch not already shown in the head office books 
have been brought into account. 

2.4 The balances on the branch accounts will in such cases usually 
be represented by stock on hand, sundry debtors, and cash in hand, 
and for the purpose of the final Balance Sheet the branch balances 
must be incorporated in the amounts of the appropriate assets. 

2.5 Where a complete set of books is kept at each branch, and only a 
current account with the branch is kept in the head office books, the 
auditor should have produced to him either the Trial Balance of the 
branch or the branch Profit and Loss Account and Balance Sheet. In 
such a case the balance of the Branch Current Account in the head 
office books will represent the capital employed at the branch, and 
will be made up of the assets less the liabilities appearing in the branch 
books. These should be incorporated in the final Balance Sheet under 
their respective headings. In no case should the balance to the debit of 
the Branch Account be treated as a debtor. 

2.6 All cash remitted from the branch, as shown by the branch 
accounts, should be vouched into the head office books, and similarly 
all cash remitted from the head office should be vouched into the 
branch accounts. Items of cash or stock in transit should be vouched 
by ascertaining that they have been received subsequently. 

2.7 In the case of foreign branches, the question of exchange will 
arise in addition to the above-mentioned points, and the auditor 
should check the conversion of the various items into rupeeM|^fS^^ 
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ascertain that the difference on exchange has been properly dealt 
with. Where the exchange is of a fluctuating character, the following 
rule is frequently adopted: fixed assets are converted at the rate 
prevailing when they were acquired, if purchased out of currency 
funds, or at the cost of a special remittance sent by the head office for 
the acquisition; current assets and liabilities at the rate at the date of 
the Balance Sheet; revenue items at the average rate of the period 
covered by the accounts; and remittances at the actual rates. 

2.8 If each item of the Trial Balance is converted at its appropriate 
rate, the opening balance of the Head Office Current Account being 
replaced by the rupee figure at which it stands in the head office 
books, the difference on the rupee Trial Balance will represent the 
total difference on exchange. If the difference represents a loss, it 
should be written off; if a profit, it may be advisable to carry it 
forward against possible losses arising in a succeeding period. 
Various other methods may be met with, and in each case the auditor 
must satisfy himself that the treatment employed is proper under the 
circumstances; if this is not so, he should deal with the matter in his 
report to the members. The accounts should disclose the basis on 
which foreign currencies have been converted into rupees where the 
amount affected is material. 

2.9 In all cases where the auditor accepts certificates of officials or 
other persons for the verification of assets at branches, he should 
mention that he has done so in his report. 

2.10 In the case of a company carrying on business abroad where 
the foreign branches are not visited by the auditor, he must state in his 
report that proper returns adequate for the purpose of the audit 
have been received. 

2.11 In case of a company, the appointment of branch auditors and 
their powers and duties have been considered in Chapter 12. 

3 CHARITIES 

3.1 The auditor should ascertain the legal status of the charity and 
see whether it is public or private. In case the charity is a public trust he 
should note the provisions of State Legislation, if any, affecting the 
accounts and audit. 

3.2 The auditor should examine the trust deed or other documents 
setting out the objects of the charity and satisfy himself that all 
expenditure is in accordance therewith. 

3.3 The income from donations and subscriptions should be 
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checked into the Cash Book from the counterfoil Receipt Books. The 
auditor should see that all spoilt receipts are produced. The receipts 
should be printed with the name of the charity, and numbered 
consecutively. 

3.4 If there is a printed list of subscriptions and donations this 
should be checked and agreed with the total shown in the accounts. It 
should be seen that all funds left for specific purposes have been 
applied to those purposes. 

3.5 The receipts from legacies should be vouched with the Legacy 
Register, correspondence with the solicitors, etc. Other income from 
investments, rents, etc., should be vouched in the manner described in 
Chapter 19. 

3.6 He should see whether there are any directions in the trust deed, 
or any donations are given on conditions in regard to earmarking of 
funds, investments thereof or utilisation of income therefrom. In such 
cases it should be seen that such directions have been duly complied 
with. The expenditure should be carefully vouched, having regard to 
the distinction between capital and revenue expenditure. 
T ransactions with trustees or firms in which they are interested 
should be carefully examined. He should inspect the minute book of 
the trustees or the executive body for confirming all important 
matters and transactions affecting accounts. 

3.7 As charitable institutions are usually not liable to income-tax, it 
should be seen that no tax has been paid, or where it has been paid by 
deduction, that it is duly recovered. 

3.8 The assets and liabilities of the charity at the date of the Balance 
Sheet should be verified in the usual manner. 

3.9 The auditor should see that the annual accounts are prepared in 
proper forms and in accordance with the requirements of the Act and 
rules, if any. The auditor’s certificate must also conform to the 
prescribed form, if any. 

4 CLUBS 

4.1 The auditor should examine the rules and regulations of the 
club with a view to ascertain its legal status and its constitution. The 
rules and regulations affecting the accounts and the powers of the 
managing or executive committee should be noted. 

4.2 The entrance fees and annual subscription should be vouched 
with the counterfoil receipt books, if any, and the total verified with 
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the annual list of members, enquiry being made into those in arrears. 

4.3 The steward's receipts should be vouched, and it should be seen 
that there is an effective system of check as regards the dining room, 
billiards, wines, cigars, etc. Proper stock accounts should be kept of 
wines, cigars, etc., and any wines which are not the property of the 
club, but of wine merchants, should be specially recorded as such. 

4.4 If the club owns or rents any amusement or other machines, the 
auditor must ensure that there is a proper system of control over the 
removal of coins from the machines. It should be seen that the sale 
proceeds of periodicals are properly accounted for. 

4.5 The question of depreciation and renewals of china, glass, linen, 
plate, etc., is important. Where the original expenditure is 
capitalised, all renewals should be charged to revenue; but perhaps 
the best method is to take stock of these items, and revalue them on 
the occasion of each Balance Sheet. Where heavy expenditure is 
incurred from time to time in redecoration of the premises, it is 
advisable that an annual amount should be provided against each 
year’s accounts, in order that this expenditure may be fairly 
equalised. 

4.6 The assets and liabilities of the club at the date of the Balance 
Sheet should be verified in the usual manner. The auditor should 
inspect the minutes of the managing or executive committee for 
confirmation of important transactions and matters affecting 
accounts. 

5 CONTRACTORS 

5.1 Under this heading may be included the accounts of contracting 
companies, builders, engineers, shipbuilders, etc., the bulk of whose 
work is carried out under contract conditions. 

5.2 The auditor should examine the system of cost accounts in 
operation, as upon its efficiency will depend to a large extent the value of 
the accounts to the proprietors of the business. It is not within the 
province of this work to discuss in detail the question of cost 
accounts, but the auditor should ascertain the system of dealing with 
wages and expenditure on stores materials etc., and also the 
treatment of indirect expenditure, which is frequently termed 
establishment charges. 

53 The item “Work-in-Progress" represents the value of 
uncompleted contracts at the date of the Balance Sheet, and a 
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schedule showing how the amounts are arrived at should be presented 
to the auditor, duly certified. Where proper cost accounts have been 
kept, the auditor can check the expenditure on each contract with the 
cost accounts relating thereto, otherwise he will be unable to verify 
the item, and will be obliged to accept it upon the certificate of the 
officials concerned. 

5.4 The values placed upon work-in-progress should be compared 
with the latest available architect’s, surveyor’s or engineer’s 
certificates, and where such comparison reveals that expenditure to 
date has exceeded the valuation certified, careful consideration 
should be given to the possibility of an eventual loss on the contract 
concerned, and the auditor should see that adequate provision has 
been made for such anticipated losses. 

5.5 Where cost accounts are kept, the contract ledger for the 
succeeding period should be examined to see whether any expienditure 
has been incurred in respect of contracts treated as completed at the 
end of the previous year, and that if such expenditure has been 
incurred provision was made therefor at the date of the Balance 
Sheet. Careful consideration must be given to the question of 
liabilities to sub-contractors, and it must be seen, where work 
performed by sub-contractors has been included in certified 
valuations, that the amount due to the sub-contractors has been 
included in the value placed upon work-in-progress. 

5.6 I n view of the necessity for wages being paid at various sites, it is 
essential that the auditor should examine carefully the system of 
internal check in relation thereto. Wages sheets should be tested 
exhaustively with workmen’s time sheets and insurance cards. To 
reinforce the system of internal check, an occasional visit by the 
auditor to sites when wages are being paid is desirable, and great care 
should be taken in examining the records and the system of dealing 
with “pay offs” at sites. 

5.7 Under the present day form of building contract, claims by the 
contractor frequently arise owing to prolongation of the contract by 
the customer, delay in obtaining specified materials, for increased 
costs and other similar reasons. Unless these claims have been settled 
before the conclusion of the audit, the auditor must satisfy himself 
that any credit taken therefor in the accounts has been calculated on a 
conservative basis. In cases where the amount is material and the 
auditor has doubts as to the final outcome of the claims in question, 
he should refer thereto in his report to the members. 
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5.8 The question as to whether it is desirable to take credit for profit 
in respect of uncompleted contracts is important. Where proper cost 
accounts are kept, it is possible to ascertain the profit to date by 
preparing a Profit and Loss Account in respect of each contract, 
which will be debited with all expenditure on the contract, in the 
shape of wages and materials, together with a proportionate 
allowance for indirect expenses, and credited with the value of work 
certified to date. A valuation must then be made of work done, but 
not yet certified, and stores and materials in hand on the contract, 
and after allowing for depreciation of plant used on the contract, the 
balance of the account, if in credit, should represent estimated profit 
to date. Another method, where contracts are nearly completed, is to 
estimate the cost of completion, and so arrive at the estimated figure 
of profit to date. Undoubtedly the safest method is not to take any 
profit until completion, but where profit is taken, the auditor should 
examine the method by which the estimated figure is arrived at, and 
see that ample margin is allowed for contingencies, at least one-third 
of the estimated profit being carried forward, regard also being had to 
the proportion of cash paid on account. In the case of a private firm, 
the matter is one for the decision of the partners; but in the case of a 
limited company, the auditor must take care to see that an ample 
margin for contingencies has been provided, and if necessary he must 
refer to the matter in his report. In all cases the auditor must see that 
the basis on which the work-in-progress has been valued is clearly 
shown in the accounts. 

5.9 The auditor should also refer to AS-7 “Accounting for 
Construction Contracts” issued by ICAI. 

6 ELECTRICITY COMPANIES 

6.1 Section 211(5), Companies Act, 1956, provides that in the case 
of a company engaged in the generation or supply of electricity, the 
Balance Sheet and the Profit and Loss Account shall not be treated as 
not disclosing a true and fair view of the state of affairs of the 
company, merely by reason of the fact that they do not disclose any 
matters which are not required to be disclosed by both the Indian 
Electricity Act, 1910 and the Electricity (Supply) Act, 1948. 

6.2 Under Section 11, Indian Electricity Act, 1910, every licensee, 
unless expressly exempted from the liability by his licence, or by 
order in writing of the State Government, is required to prepare and 
render to the State Government or to such authority as the State 
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Government may appoint in this behalf, on or before the prescribed 
date in each year, an annual statement of accounts of his undertaking 
made up to such date, in such form, and containing such particulars, 
as may be prescribed in this behalf. 

6.3 In the case of a company, however, for the purpose of placing 
the accounts before the shareholders, the requirements of Section 211 
and Schedule VI, Companies Act, 1956, should be complied with. 

6.4 Paragraph 11 of the Schedule to the Indian Electricity Act, 1910, 
contains provisions in regard to the audit of accounts of licensee 
other than a local authority. The said provisions in regard to audit 
apply only to the statements to be submitted by the licensee to the 
State Government. 

6.5 Under paragraph III of the said Schedule, the licensee is 
required, unless the State Government otherwise directs, at all times, 
to keep the accounts of his undertaking relating to the generation, 
supply or distribution of energy, distinct from the accounts kept by 
him of any other undertaking or business. 

6.6 According to Section 57, Electricity (Supply) Act, 1948, the 
Sixth Schedule and the Seventh Schedule are deemed to be 
incorporated in the licence of every licensee, not being a local 
authority, from the date of the commencement of supply. Sixth 
Schedule prescribes for a licensee the financial principles and their 
application. 

6.7 In addition to the requirements as to accounts contained in the 
Indian Electricity Act, 1910, and the Electricity (Supply) Act, 1948, 
the following are the special matters to which the auditor must give 
attention: 

(a) Examine the internal check in regard to the method of billing the 
consumers and collection of debts. There should be an effective 
control on the consumable stores and on the recording and 
payment of wages. 

(b) Test check debits in Consumers’ Ledger with-— 

(0 meter books for consumption of electricity; 

(if) register of meters for hire charges; 

(ii’O register of fittings on hire; and 
(iv) sale of fittings from sales book. 

(c) Reconcile the Consumers’ Ledger balances with total of 
consumers' accounts. 
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(d) Ascertain that credits given to consumers in respect of 
allowances are proper and duly authorised and see that provision 
is made in respect of debts which are considered bad or doubtful. 

(e) Check agreements with consumers who are supplied electricity on 
special terms and also check contracts with local authorities for 
public lighting. 

(/) Test allocations of expenditure between capital and revenue, 
scrutinise carefully expenditure on repairs and renewals, and see 
that no capital expenditure is written off to revenue. 
Capitalisation of any expenditure should be duly certified by the 
chief engineer. 

(g) The outstandings on consumers’ accounts, particularly old 
outstanding debts should be inquired into. 

(h) Check salaries of engineers, workmen, office staff etc., and see 
that they are properly allocated under Generation, Distribution 
and Management respectively and that such allocation is certified 
by the Chief Engineer or the Managing Director. 

(0 Ascertain that the prescribed depreciation is provided for in the 
accounts. 

(/) Ascertain that the Statutory Reserves are created as prescribed. 
(A:) See that the dividends do not exceed the prescribed limits. 

(/) See that the annual accounts are prepared in accordance with 
Schedule VI, Companies Act, 1956, subject to the provisions of 
Indian Electricity Act, 1910, and Electricity (Supply) Act, 1948. 

7 ESTATE AGENTS, AUCTIONEERS, SURVEYORS, ETC. 

7.1 Where considerable sums are received on behalf of clients 
whether from auctions, deposits or otherwise, it is most desirable that 
a separate banking account should be opened for clients* money. 
Where, however, such a system is not in force, the auditor should 
check the credit balances shown in the Clients’ Ledger, representing 
money held on behalf of clients, and ascertain that there is sufficient 
cash on the general banking account to cover such balances, drawing 
special attention to the fact if this is not the case. 

7.2 Care should be taken to see that adequate control is exercised 
over the collection and recording of rents collected on behalf of 
clients and overpayments made thereout for rates, repairs, etc. 

73 Considerable expenditure is frequently incurred on behalf of 
clients, both in respect of advertising and otherwise, and it should be 
seen that there is a proper system in force for passing the invoices 
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relating thereto and charging the expenses to the clients. Similar 
remarks apply to disbursements incurred through petty cash on 
behalf of clients. Where sums have been received from clients for the 
purpose of incurring such expenditure and the whole or part thereof 
remains unexpended at the date of the Balance Sheet, it should be 
seen that such balances are carrried forward as liabilities. 

7.4 A proportion of the charges made to clients for fees and 
commission should be tested. Where outstanding fees and charges, 
which have not been debited to the clients, are brought into account, 
a schedule thereof should be prepared and signed by the partners, but 
care should be taken to see that no items are included that have not 
been actually earned, as the majority of the fees and commissions will 
only be payable in the event of negotiations for selling or letting the 
properties concerned being successful. 

8. EXECUTORS’ AND TRUSTEES’ ACCOUNTS 

8.1 An auditor is frequently appointed to audit the first year’s 
accounts of an executor or for the period up to the ascertainment of 
the residuary estate. In such cases the auditor’s first duty will be to 
examine the will and to note carefully any instructions contained 
therein, as to the disposition of property, the payment of debts and 
expenses, the creation of trusts, the distribution of the residue, the 
investment of money belonging to the estate, and similar matters. He 
should examine the private books of account, copies of taxation 
returns, bank statements, and other documents of the deceased, 
consult bankers, solicitors, stockbrokers, accountants and other 
persons with whom the deceased had dealings and who might be able 
to give information as to the deceased's affairs. With the information 
thus obtained, it should be possible for the auditor to satisfy himself 
whether all assets and liabilities of the deceased have been included in 
the Estate Duty Account and accounted for in the executorship 
accounts. 

8.2 From this point it would be the auditor’s concern to verify all 
the executor’s dealings. The sale of investments should be verified by 
reference to brokers'sold notes and the sale of property with accounts 
of solicitors, auctioneers and other agents. In this connection the 
auditor should take care to ascertain that no assets of the estate have 
been purchased by the executor himself and that the executor has 
made no secret profit in dealing with the assets. 

8 J The auditor should verify the payment of estate duty by reference 
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to probate of the will, Estate Duty Account and receipt for payment 
of Estate Duty, legacies with the paid cheques or receipts therefor and 
all other payments with the usual vouchers. It should be seen that 
provision is made for all outstanding and accrued expenditure. 

8.4 AH rents, interest and dividends received should be verified by 
examination of counterfoil receipts given for rents and counterfoils 
of dividend and interest warrants and it should be seen that proper 
apportionment of all such receipts has been made. Where the residue of 
the estate has been settled on persons in succession, unless the 
equitable apportionments are barred by the will, the auditor should 
ascertain that apportionment of all relevant receipts and payments in 
accordance with the appropriate equitable rules has been made, and 
where no power to retain or postpone conversion of unauthorised 
investments is given, that all such investments have been converted 
into cash and the proceeds invested in authorised securities. 

8.5 In so far as the estate has not been fully distributed, the auditor 
should verify the assets held in the usual way, by inspecting the title 
deeds of property, the certificates for stocks and shares, banker's 
certifibates in respect of bank balances etc. It should be seen that all 
investments are in accordance with the terms of the will or statute, 
and that no devastative (breach of duty involving loss to the estate) has 
been committed in respect of capital. 

8.6 Where trusts are created by a will or by a deed of settlement the 
testator or settler may have provided that the trust accounts shall be 
audited. Banking and insurance companies insist on this condition 
before agreeing to act as trustees. 

8.7 The following are the principal matters to which attention 
should be given by the auditor: 

(a) Ascertain the precise terms of the trust and see that all conditions 
have been complied with and that the funds or investments 
comprising the settlement are fully accounted for. 

(b) Ascertain that all advances to beneficiaries are in accordance 
with the terms of the trust and examine appropriate vouchers 
therefor. Vouch all expenditure incurred on the maintenance of 
infant beneficiaries and see that such expenditure is properly 
authorised. 

(c) Vouch the receipt of all income in the usual manner. 

(d) Vouch payments to beneficiaries and disbursements by the 
trustees and see that any remuneration paid to them is in 
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accordance with the trust instrument. 

(e) Ensure that all bonus shares receivable, provisional allotment 
letters for rights to new shares and similar matters arising from 
the investments held by the trustees have been properly dealt 
with. 

(/) Verify in the usual manner all securities, etc., held at the date of 
the balance sheet and obtain confirmation of bank balances by 
banker’s certificates. 

(g) Enquire into the reasons for any undue delay in the re-investment 
of trust funds and, if necessary, draw attention to this matter in 
his report. 

(h) Vouch all rents and interest received, by reference to estate 
agents’ accounts, interest counterfoils and any other available 
evidence. See that due provision has been made for all income 
tax liabilities outstanding at the date of death. Counterpart 
leases and tenancy agreements relating to the letting of properties 
should be inspected and it should be seen that all rents receivable 
thereunder have been accounted for. 

8.8 The following is a form of certificate which an auditor should 
append to the accounts examined by him, subject to any qualification 
that may be necessary: 

Tn my opinion the above accounts exhibit a true view of the state 

of the affairs of the.Trust, and 1 certify that 1 have had the 

securities of the trust fund investments produced to me, and that 1 
have verified the same.’ 

9 HOTELS 

9.1 The auditor should enquire carefully into the system of 
accounts in use, as unless the system is good the opportunities for 
leakage and manipulation are considerable. The Visitors’ Ledger 
should be examined, and the daily totals vouched into the Summary, 
and from the Summary into the Impersonal Ledger and Cash Book. 
It should be seen that items paid out on account of visitors are 
properly chared up to them, and have been duly collected. The 
boarding and lodging should be checked with reference to the 
number of days the rooms were occupied and the extent of vacancies 
should be looked into. 

9J1 Proper stock accounts should be kept for wines, spirits, cigars, 
etc., and the auditor should test the operation of these accounts. 
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9.3 The question of the treatment of depreciation of bedding, 
linen, plate, cutlery, china, etc,, is important. It is usual either to 
revalue these items at the date of each Balance Sheet or to capitalise 
the original expenditure, and create a Provision for Renewals 
Account, crediting thereto an ample amount according to the 
experience of previous years, and debiting the actual expenditure on 
renewals, the balance being carried forward. 

9.4 Proper provision should be made for the depreciation of 
furniture and premises, and where the furniture is on the hire-purchase 
system, the auditor should ascertain that revenue is duly charged with 
the interest or hire portion of the instalments paid. 

9.5 In a large hotel there will be several Petty Cash Accounts, and 
the auditor should arrange for the balances to be verified 
simultaneously, in order to prevent manipulation. 

10 INDUSTRIAL CONCERNS 

10.1 The following are the special points to which the auditor must 
give attention: 

(</) Examine the system of internal check in regard to the 
purchase of raw materials. There should be an adequate control 
over the purchase and issue of materials and stores. The system 
of payment for the purchases s.hould be inquired into. Vouch the 
purchase invoices with particular attention to discounts and 
allowances. The purchases of the last month should be test 
checked with the stock records. 

(b) Inquire into the system of effecting sales and the check on the 
delivery of finished products. Vouch the sales invoices with 
particular attention to the sales to associate and related 
companies and firms. The last month’s sales should be test 
checked with the stock records. Ascertain that sales of 
byproducts and scrap are properly accounted for. 

(c) Consider the system of internal check in relation to production. 
The correlation between the consumption of raw material and 
the production should be examined. The production record 
should be adequate to account for the raw material consumed, 
finished products obtained, loss in production, wastages and 
rejections. 

(d) Inquire whether there is an adequate control on consumable 
stores, fuel, etc. 
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{e) If the cost of empties used is material in amount, see that there is 
an adequate system of recording the purchase, consumption, 
issue and return of empties. If the empties are returnable, 
adequate depreciation, having regard to their condition, should 
be written off. 

(/) See that there is an effective control on the recording and 
payment of wages. The wages should be vouched with the Wages 
Book, see that they are properly certified and test check the casts 
and extensions. See that the wages paid for manufacturing of 
plant and machinery and tools have been duly capitalised. 

{g) In cases where the building is constructed or plant and machinery 
or tools are manufactured by the concern itself, it should be seen 
that the expenditure in respect of materials, stores, wages, etc., is 
correctly allocated and capitalised. 

(/i) See that adequate stock records are maintained, check the 
quantity records of stocks, stores, empties, etc. Inquire into the 
method of valuation of stock of raw materials, finished products 
and semi-finished products. Ascertain that work in process is 
properly valued and brought into account. The method of 
valuation of stock which is adopted must be consistently followed 
from year to year. Ascertain whether the physical verification of 
stock has been properly done by responsible officials. 

(/) Examine the system of issuing samples and the stock records in 
respect thereof. 

(/) Ascertain that the stock in trade is valued after making proper 
allowances for slow-moving, shop-soiled and defective items. 

{k) If the concern has undertaken manufacturing for other persons, 
see that the customers’ raw materials and the finished products 
are separately recorded and not mixed up with the company’s 
own stocks. 

(/) Inquire into the costing system and ascertain the method 
adopted for absorption of cost of material, labour and expenses. 
Also inquire whether the financial records are reconciled with the 
costing records. 

(m) Examine the ratio of gross profit to sales and compare the same 
with that of the previous years and examine in detail the reasons 
for increase or decrease in the gross profit. The variations in the 
major items of expenses must be carefully looked into. 

(n) Inquire whether the distinction between capital expenditure and 
revenue expenditure is observed. Test check particularly the 
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expenses on repairs and replacement with a view to ensure that 
no item of capital expenditure has been written off as a revenue 
item. There should be a proper sanction for capital expenditure 
by the Board of Directors, 

(o) Inquire into the provision for depreciation and see that proper 
method of depreciation is adopted having regard to the nature of 
the assets and that the rate of depreciation is adequate. If the 
machinery is purchased on deferred payment terms, depreciation 
should be provided on the full cash price thereof. It should be 
seen that, on uninstalled machinery, depreciation is not provided 
for. In case a factory has worked extra shifts, provision should be 
made for depreciation on account of extra shifts. Ascertain that 
obsolescence write offs are adequate. 

(p) See that a proper method of write off is adopted in respect of jigs, 
tools, patents, drawings, trade marks, etc. 

(q) Ascertain that the liabilities on account of sales tax, excise duties, 
octroi duties, cess, etc., have been properly taken into account 
and the refunds due in respect thereof have been adjusted. 

(r) Ascertain the forward contracts for purchase of raw materials 
and for sale of finished products. If there are any outstanding 
forward contracts, the contingent liability, if any, on this account 
should be properly disclosed. 

(s^ Inquire into the existence of any charges on the fixed and current 
assets of the concern and see that a proper disclosure thereof is 
made in the Balance Sheet. 

11 LANDED ESTATES 

11.1 On the occasion of the first audit, the counterparts of the 
tenants' leases should be examined to ascertain the rentals and terms, 
and these should be checked with the Rent Roll. 

11.2 The Rent Roll should be compared with the Terrier, which is a 
survey of the estate, in order to ascertain that all the properties 
comprised are entered on the Rent Roll, except those accounted for 
as unlet or otherwise. 

11J On subsequent occasions only the counterparts of new leases 
need be examined. 

11.4 Rents received should be vouched, and it should be seen that 
proper authority is forthcoming for deductions or allowances. A 
schedule of all properties unlet, or those occupied rent free as part of 
the emoluments or wages of office, or otherwise, should be prepared 
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and submitted to the auditor, certified by the landlord. Arrears should 
be checked forward from one period to another, and those 
outstanding for any length of time enquired into. 

11.5 Receipts from sales of produce, stock, timber, game, etc., 
should be vouched by reference to the counterfoil receipt books or 
other records. Purchases and sales of properties and expenditure on 
repairs and improvements should be vouched in the usual manner. 

11.6 It should be seen that all maintenance and management 
expenses claims have been properly made for taxation purposes. 

12 NEWSPAPERS 

12.1 The auditor should vouch the Advertising Day Book with a 
marked copy of the publication, making enquiry into any dummy 
advertisements. Amounts received in respect of advertisements not 
inserted prior to the date of the Balance Sheet must be carried 
forward. Similar remarks apply to the vouching and apportionment 
of periodical subscriptions. 

12.2 The question of returns in respect of copies unsold is 
important, and the auditor should see that a proper check is in force 
relating to this item, and that all returns relating to the period covered 
by the accounts have been credited to the agents, or provision made 
for those estimated to be outstanding. 

12J It should be ascertained that all liabilities in respect of 
contributions and unexpired subscriptions have been included. In 
some cases, where payments are not regularly made, these may be 
outstanding for a considerable period. The valuation of blocks and 
electros should be inquired into, as once they have been used these 
items are normally of little value. The consumption of newsprints and 
inks may be counterchecked with the total production. 

12.4 The cost of starting a newspaper is very heavy and involves 
considerable outlay in the form of advertising, special discounts for 
pushing sales, etc. Such expenditure in excess of the normal may 
fairly be charged to an Establishment Account, and carried forward. 
Another method sometimes adopted is to charge all expenditure to 
Profit and Loss, and to transfer the balance of loss in the early years 
to an Establishment Account; but this principle is somewhat 
dangerous, as tending to obscure the true result of working, and 
should certainly be discontinued immediately the paper is fairly 
established. 

12.5 If the paper is ultimately successful, and is able to earn an 
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adequate return on the establishment outlay, the latter may be said to 
represent goodwill, but it is advisable to write it off out of profits over 
a period of years. 

12.6 The auditor should examine the Establishment Account, and 
satisfy himself as to the manner in which it has been dealt with. 

13 PUBLISHERS 

13.1 The audit of a publisher's accounts will vary according to the 
nature of the transactions. Some publishers do part, if not the whole, 
of their own printing, and also carry on a wholesale or retail trade in 
books other than their own, in addition to publishing works. They 
may also be the proprietors of magazines or reviews. In each instance 
the questions arising will be those relative to an ordinary trading 
audit, and need not be referred to here. 

13.2 Special considerations to which the auditor should direct his 
attention are the treatment of the value of copyrights, and the amounts 
for which credit is taken in respect of the Production or Prime Cost 
Account of each book. 

13.3 In most cases a separate Production Account is opened for 
each book, to which are debited the cost of the copyright (if that has 
been purchased), together with the prime cost of production such as 
editing, compiling, indexing, setting up type, illustrations, blocks, 
etc. The cost of paper, machining and binding is debited to revenue, 
and stock is taken into account on the basis of this cost. 

13.4 An analysis of all sales made should be kept in a Stock Ledger, 
a separate account being opened for each book. This account will be 
debited with the total number of copies printed, and credited with the 
number of free copies issued and with the number of copies sold, 
balance thus representing the number of copies in stock. 

13.5 From an examination of this book it will be possible to 
ascertain at a glance the way in which the sales of each book are 
progressing, and valuable information will be thereby afforded as to 
the manner in which the Production Account should be dealt with. 
Where a second edition is not contemplated, this account should be 
written down in the proportion that the actual sales bear to the 
estimated sales, or the whole edition, where it is expected that this will 
be disposed of. Where a second edition is contemplated, moulds of 
the type are usually taken and stereos prepared therefrom, the cost of 
these items being debited to the Production Account, which will not 
then be written down so rapidly. 
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13.6 Where such a system as that above described is not in force, but 
the whole cost of production and printing is charged to revenue, stock 
and copyrights being valued accordingly, these should not be valued 
above cost, and the auditor should see that where the whole edition is 
not likely to be sold, the value is reduced accordingly. 

13.7 Where the publisher does not care to incur the risk involved in 
publishing a book, it is a common practice for him to accept it at the 
author’s risk, receiving for his services an agreed commission on the 
sales. In such a case an account will be opened for the book and 
debited with the total cost by way of production or otherwise. The 
sales of the book will be analysed from the sales records, and credited 
to this account. The commission on sales will be debited, and the 
balance will then represent the sum due to or by the author, any sums 
received from the author to cover the cost of production having been 
credited in the first instance. In these cases, the question of copyright 
and stock values does not arise, and care should be taken to see that 
no stocks of this nature are included in the general stock. 

13.8 Where books are sent to booksellers on the sale or return 
principle, it should be ensured that such despatches have not been 
erroneously treated as sold. 

13.9 The auditor should ascertain that provision has been made for 
all outstanding royalties payable to authors. Where advances have 
been made on account of royalties, and it is found that the sales are 
not likely to prove sufficient to provide the necessary sum, the 
balance, by custom of trade, is not repayable by the author and 
should be written off or provided for. 

14 RETAIL STORES 

14.1 The following are the special matters to which the auditor must 
give attention: 

(fl) Consider carefully the system of internal check in regard to cash 
and credit sales. If customers are given bills to pay at a cash desk, 
test the duplicates in the assistants’ books with the cashier’s daily 
summary. Where cash is taken by the assistants, test the till roll 
totals with the cash takings or summary books. 

(b) Enquire into the adequacy of the credit control system. Test the 
postings to the customers’ accounts with the assistants’dockets. 
Examine a representative number of the customers’ sales ledger 
accounts to ensure that the provision made for bad and doubtful 
debts IS adequate. 



774 


PRACTICAL AUDITING 


(c) Consider the system of internal check in relation to purchases. 
Vouch a representative number of purchases with suppliers' 
invoices and with stock records, if any. 

(i/) If departmental accounts are kept, test the allocations for 
overhead charges and purchases. 

(e) Ascertain the ratio of gross profit to sales of each department and 
compare the same with that of the previous years and inquire into 
the variations, if material. Where a pre-determined gross profit 
policy is followed it would provide an additional check. The ratio 
of selling expenses to sales provides another useful over-all 
check. 

(/) Inquire into the shortages of stocks and make inquiries in regard 
to unusual variations. 

(g) Test stock sheets in the usual manner paying particular attention 
to the values placed upon obsolete lines. 

15 SCHOOLS, COLLEGES AND UNIVERSITIES 

15.1 In the case of a school or a college examine the trust deed or the 
rules and regulations and in the case of a university refer to the Act 
applicable, rules thereunder and its statutes and regulations. The 
auditor should note the provisions affecting the accounts and audit. 
15 J The auditor should vouch the fees received with the register of 
pupils, and ascertain that those outstanding will be duly received. 
Any fees paid in advance in respect of a period subsequent to the date 
of the Balance Sheet should be carried forward and the fees in arrears 
should be adjusted. The total fees receivable may in case of doubt be 
reconciled with the muster rolls. The auditor should see that extra 
fees for laboratory, library, examination, games, etc., have been 
properly charged. 

15.3 Any freeships or concessions in fees granted should be duly 
authorised by a competent authority. The hostel fees and deposits 
received from students should be vouched with the counterfoils of the 
receipts and the amount outstanding at the date of the Balance Sheet 
should be agreed with the schedules. 

15.4 The admission fees should be checked with the register of new 
entrants. 

15.5 Where endowments exist, the income arising thereunder 
should be vouched and it should be seen that the income is applied to 
the pbjects of the endowment. If the endowment makes a stipulation 
as to investments, it should be seen that the same is complied with. 
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The investments should be verified as at the date of the Balance Sheet. 
Government grants, if any, should be verified. 

15.6 The auditor should see whether a proper record is kept in 
respect of furniture, equipment, library books, stationery, sports 
goods, etc., and whether there is a sufficient internal check thereon 
and that an inventory is taken at least once a year. Adequate 
depreciation should be provided and the furniture and other effects 
which are not serviceable should be written off. 

15.7 The auditor should vouch the salaries paid to the staff, seeing 
that increments in salaries are sanctioned by a competent authority. 
The establishment expenses should be vouched and any unusual 
expenses, ascertained by comparison with the previous year, should 
be inquired into. 

15.8 In regard to investments, the auditor should see that the same 
are in accordance with the requirements of rules, if any, and that the 
dividend and interest thereon have been duly collected and that the 
investments are properly valued for the purposes of inclusion in the 
Balance Sheet. The investments should be verified by the auditor. 
Usually, schools are exempt from income tax and hence refunds 
should have been claimed in respect of any tax deducted at source. 
The assets and liabilities should be verified in the usual manner. 

15.9 The auditor should refer to the minute book of the executive 
body or the managing committee, as the case may be, for sanction 
and confirmation of transactions affecting the accounts. 

16 SHIPPING COMPANIES 

16.1 The auditor should examine the Article of Association, 
agreements with managing owners, captains, etc. 

16.2 The original cost of the ships should be vouched, and only such 
additions should be made to the cost account as represent proper 
capital expenditure. 

16.3 The auditor should examine the instrument of sale for each 
ship, or part of a ship, owned, and note that a copy of the entry in the 
register kept at the Port of Registry as endorsed thereon, or obtain a 
certificate of registry as to ownership, and mortgages outstanding. A 
mortgage on a ship is effected by means of an instrument in the 
prescribed form and on the production of such instrument the 
Registrar of Indian ships at the Port of Registry will record it in the 
Register Book. The mortgage will be retained by the mortgagee, but 
its priority dates from the date of production for registry, and not 
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from the date of the instrument. 

16.4 Voyage accounts are kept in respect of each voyage, and 
should be vouched by the auditor. It should be seen that each voyage 
is properly charged with the expenditure on stores. The freight 
accounts should be vouched with manifests from agents, and advices 
from receiving offices, and it should be seen that provision is made for 
outstanding rebates. Passengers* fares, if any, should be vouched, 
and i( should be seen that due allowance is made for return fares 
outstanding. All outstanding expenses on each voyage account 
should be provided for before closing the account. The accounts of 
the home agents and foreign agents should be examined with the 
vouchers, and it should be seen that foreign exchange is correctly 
adjusted. The captain’s accounts should be examined and voucheo in 
detail, and it should be seen that his remuneration is in accordance 
with his agreement. 

16.5 The insurance policies should be examined, and it should be 
seen that the premiums are properly apportioned over each voyage, 
and that returns are claimed from the underwriters where ships have 
been laid up, or for other reasons. Where the policy is a time policy, 
the proportion unexpired should be carried forward. It should be 
s^n that the amounts received in respect of claims are properly dealt 
with. Payments to or by protecting clubs for insurance of 
extraordinary risks should be vouched in a similar manner. 

16.6 Charter parties should be examined as to brokerage, 
commissions, and rates of freight, and it should be seen that agreed 
returns have been credited to each voyage account. 

16.7 The auditor should ascertain that proper depreciation is 
provided and in case an adequate provision for depreciation is not 
made the auditor should refer to this matter in his report to the 
member so that they may be aware of the position. 

17 SOLICITORS 

17.1 The auditor must ascertain that the rules of the relevant High 
Court, for the time being in force, relating to dealings with clients’ 
moneys and requirements as to maintenance of accounts have been 
complied with. 

17.2 When a complete audit is undertaken, apart from tlK 
requirements of the High Court Rules, the auditor should deal with 
the following matters: 

(a) The auditor should examine the provisions of the Partnership 



SPECIAL POINTS IN DIFFERENT CLASSES OF AUDITS 


777 


Deed particularly those affecting the accounts. 

(/>) It should be seen that bank accounts are separately maintained 
for the clients’ moneys and the funds of the firm. The total of the 
clients’ balances should be compared, at the end of the year, with 
the balances of clients’ separate bank accounts and if such bank 
balances are less than the clients’ balances, the fact should be 
mentioned in the report. 

(c) The system of dealing with petty cash disbursements should be 
examined, and it should be ascertained that all disbursements 
made on account of clients are duly charged up to their accounts. 
In the case of a large office there may be several petty cash 
accounts, the balances of which should be counted 
simultaneously. 

{d) In checking the Clients’ Ledger, allowances to clients should be 
vouched, and it should be seen that amounts disallowed on 
taxation are properly adjusted. Where disbursements, such as 
counsel's fees, have been charged to clients, but have not been 
paid by the solicitor at the date of the Balance Sheet, it should be 
seen that the liability therefor is included in the accounts. 

{e) Credit balances may be found representing moneys paid by 
clients on account of costs and disbursements which have not yet 
been debited. If a payment of this nature is wholly on account of 
disbursements which have not yet been made, the item will in 
effect be a liability; but where the whole, or a portion, is in respect 
of costs which have been earned, but which have not yet been 
debited to the client, owing to the fact that no bill has been 
rendered, the ledger account should be adjusted by passing an 
entry through the Bills Delivered Book for the amount received 
on account of costs, debiting the client’s account therewith. 

(/) In order to ascertain profits correctly, it is necessary that 
undelivered costs should be valued, and a schedule should be 
prepared from the draft bills of costs. The valuation should be 
made on a conservative basis, provision being made for 
allowances, whether voluntary or by taxation. All items which 
are in any way doubtful should be omitted. This schedule should 
be signed by the partners. 

(g) Many solicitors, however, prefer to leave out of account 
undelivered costs not debited to clients. In such cases it is 
advisable that a note should appear on the Balance Sheet stating 
that these items are not brought into account. 
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{h) In the absence of agreement to the contrary, articled clerks’ 
premiums should be apportioned over the term of the articles. 

18 STOCKBROKERS 

18.1 The books of a stockbroker are usually balanced each account, 
or at least once a month. Where a full audit is carried out, the whole of 
the postings will be checked, the books cast, and the balances checked 
on the occasion of each account. Owing to the great amount of detail 
involved, however, this course is seldom adopted, and a partial audit 
may be carried out, the object of which is to test exhaustively the detail 
work, and to verify the securities. 

18.2 In checking the balances on the Clients’ Ledgers, it should be 
seen that sufficient cover is held for all debit personal balances of 
importance. Similar remarks apply to the balances on the partners’ 
accounts representing their private dealings. In checking the balances 
on the jobbers’ ledgers, it should be ascertained that they have been 
properly agreed with the jobbers on the occasion of each account, 
when it is usual to settle for the balance so agreed. Any balances 
carried forward for a considerable time, without subsequent dealings, 
should be enquired into, as they may represent items in dispute. In 
this connection the Splits Account should be examined. This account 
is often utilised to adjust small differences, and any items of 
consequence passed through it should be investigated. 

18.3 The Tickets Receivable Book should be tested exhaustively by 
the auditor, who should ascertain that the a mount outstanding at the 
close of each account is subsequently cleared off, and this should be 
confirmed by reference to the dates of subsequent delivery as shown 
in the Transfer Delivery Books. 

18.4 When registered stock is purchased by a broker on behalf of his 
client, he issues a ticket which is termed a “Ticket Payable”. The 
auditor should test the Tickets Payable Book, and ascertain that the 
balances outstanding are subsequently cleared off as above indicated. 

18.5 The General Ledger, which will contain accounts for 
commission, interest, and expenses, should be checked completely. 
The commission should be checked from the commission columns of 
the purchases, sales, and special settlement books, and it should be 
seen that all half-commissions payable have been duly provided for. 
The expense accounts should be vouched, and it should be seen that 
all outstanding liabilities are brought into account. 

18.6 Commission received on underwriting should be checked with 
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the underwriting book, should one be kept, or with any other 
evidence available. Stocks of contract stamps should be checked and 
agreed with the Stamp Accounts. The Dividend Account should be 
examined and outstanding balances agreed. 

18.7 The firm’s Investment Ledger, representing investments held 
by the firm, should be checked in detail. The verification of the 
securities is the most important and difficult part of the audit. It is 
sometimes arranged for this to take place several times during the year, 
without notice being given to the stockbrokers’ staff. In this way a 
considerable moral check is exercised. In any event the verification 
must be performed for the purposes of the annual Balance Sheet. The 
securities will be of four classes: 

(1) Securities held by the firm as investments, according to the 
balances in the Investment Ledger. 

(2) Securities held as cover against loans made by the broker, or 
balances due from clients. 

(3) Securities awaiting delivery against Tickets Receivable. 

(4) Securities held for safe custody on behalf of clients. 

18.8 The auditor should attend as soon after the close of the 
account as possible, in order to avoid the numerous adjustments that 
become necessary if the examination of the securities is delayed, and 
dealings therein have taken place. The securities should all be 
produced at the same time, and should be checked off by the auditor 
with the Security Book or schedules. The Security Book is a 
memorandum book, which is made up for each account, showing the 
total amount and value of securities held, the parties on whose 
account they are held, and to whom they have been pledged, if at ail. 
If not pledged, they will be in what is called the “Box”, i.e., either in 
the strong room of the firm, or in a box deposited with their bankers. 
This book will not contain particulars of the securities held for safe 
custody on behalf of clients, which should be recorded in a separate 
book. It must be seen that there is sufficient margin where stock is 
held as security, the making-up prices and calculations being checked 
for this purpose and the clients’ balances compared with the ledger 
accounts. Care must be taken to see that all securities held according 
to the books are recorded in these schedules, and certificates must be 
obtained from all banks and other parties to whom stocks have been 
pledged as cover for loans, stating the amount of the loan and the 
various stocks held. These certificates will be checked off, and will 
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serve to verify the existence of the stocks mentioned in them. All 
remaining stocks should be in hand, and be examined by the auditor, 
the usual precautions being taken to prevent stocks being produced 
twice. 

18.9 Securities held for safe custody on behalf of clients will not 
appear in the financial books. A special memorandum book should 
be kept to record the securities, but in many cases it is found very 
difticult to do this, and they are included in the general memoranda 
books referred to above. 1 n any case, it is impossible for the auditor to 
prove that all securities held for safe custody are produced to him, 
and he should be careful to refer to this point in his report. 

19 STOCKJOBBERS 

19.1 The accounts of a stockjobber or dealer, although in many 
respects similar to those of a broker, differ in some important 
essentials. The business of a jobber or dealer is to buy and sell as 
principal, whereas a broker merely buys and sells, as agent for his 
client, from or to the dealer. Consequently the profit of a broker is 
obtained from the commission charged by him for his services, 
whereas the profit of a jobber is derived from selling stock at a higher 
price than he gave for it, or buying stock at a lower price than that for 
which he has previously sold it. 

19.2 The Stock Journal records the dealings in each particular 
stock for each account, and columns are provided for the quantities 
of stock dealt in as well as the money values. If the opening balance is 
a debit, it represents stock in the box at the commencement of the 
account; if a credit, it is termed “Name-over” or “Box-short”, and 
represents stock which has been over-sold and cannot be delivered. 
Where the jobber has purchased more stock than he has sold, he is a 
“Bull” for the balance he holds; where he has sold more stock than he 
has purchased, he is a “Bear” for the balance. At the close of each 
account the balance of the quantity columns, whether bull or bear, is 
inserted at the making-up price, or otherwise, as the case may be, and 
this should cause the stock quantity columns to agree. The money 
columns, however, will not usually agree, and the difference will 
represent profit or loss on the dealings during the account, which 
should be transferred to a Profit and Loss Book. 

19 J The auditor should check the opening and closing balances, 
both in quantity and value. Postings from the Cash Book for 
application and allotment money on stocks applied for, underwriting 
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commission, etc., should be checked to the various accounts; the 
postings from the jobbers’ or brokers’ ledgers should be tested; the 
stock columns cast and agreed, and the profits and losses checked to 
the Profit and Loss Book. Joint books are frequently kept with other 
jobbers, the profits or losses being divided by mutual agreement, and 
the auditor should see that the necessary transfers have been made. 

19.4 The balances on the Stock Journals should be agreed with the 
“Bull and Bear” books kept by the partners or their authorised clerks, 
which are memoranda books recording the dealings from day to day 
of each stock in quantities and prices only. The auditor should 
examine these books and ascertain that the bull or bear agrees with 
the Stock Journals both as to quantity and price, the price being 
usually marked by the partners for Balance Sheet purposes in the Bull 
and Bear books. The auditor should also check the calculations of 
the values of the stocks, as any error in extending the values affects 
directly the profit or loss. 

19.5 The Dividend Journal records the dividends receivable or 
payable. The auditor should ascertain when the various stocks 
became quoted ex div. If the jobber was bull of the stock at that date, 
the dividend thereon should be ultimately received; if he was bear of 
the stock the dividend in respect thereof will be payable by him. If the 
stock is “even”, any dividends received will be payable to other 
persons, and should be treated as a liability, if not paid over at the 
date of the Balance Sheet. 

19.6 The verification of the securities should be carried out in a 
similar manner to that described in the case of stockbrokers, but the 
securities to be examined will be all of one nature, namely, those 
recorded as box balances in the Stock Journals. The schedule of these 
should, therefore, be checked with the journals as to quantities and 
verified in the usual manner, certificates being obtained from bankers 
and others where securities have been pledged for advances. In the 
case of registered securities, the evidence will take the form of 
certificates, balance certificates, transfers, transfer receipts, etc., and 
great care must be exercised by the auditor to ascertain that the total 
balance of each stock held is duly vouched in one form or another, 

19.7 Other points common to the accounts of jobbers and brokers 
have been dealt with in the preceding section. 

20 THEATRES AND CINEMAS 

20.1 The auditor should ascertain that the system of recording box 
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office takings is satisfactory, and that all cash is paid into the bank at 
least once every day. The auditor must also satisfy himself that a 
proper system is in force for controlling advance bookings. 

20.2 The daily returns from each box office should be signed by the 
box office official concerned, and entered daily on a final return 
which should be certified by the treasurer. The final returns should be 
vouched on to the weekly summaries of income and expenditure 
which are usually termed Balance Sheets. 

20.3 The libraries and agents usually settle for seats weekly, and 
these receipts should be vouched with their returns, which will also 
disclose any amounts outstanding at the date of the Balance Sheet. 

20.4 In the case of a cinema the numbers of the tickets issued are 
automatically recorded on a “clock”, and the takings can be tested by 
reference to the number of tickets at each price registered on the clock 
as having been issued. 

20.5 Receipts from the sale of programmes should be vouched to 
the weekly Balance Sheets from the PrOe,.amme Book, the amounts 
being entered after deducting the commission payable to the sellers. 
Similar remarks apply to vouching receipts from the sale of 
chocolates, ice-creams etc. 

20.6 Receipts from advertising on programmes or on the screen will 
be vouched with the Advertisement Book and contracts. It should be 
seen that a proper check is in force relating to the bar receipts. It is 
usual to charge each bar with supplies at selling price to enable the 
stock to be checked. The daily summary of takings in each bar should 
be vouched on to the final daily return, which will be vouched to the 
weekly Balance Sheet. 

20.7 A daily summary of the various final returns should be made, 
representing the amount paid into the bank, and the auditor should 
examine these with the bank statement, care being taken to see that 
the dates correspond. 

20.8 It should be seen that the amounts charged in respect of Cost of 
Production, or Mounting Account, only represent the actual 
expenditure on the scenery and dresses, though no objection can be 
taken to the allocation to this account of salaries, lighting, and other 
expenses incidental to rehearsals. The auditor should ascertain that 
the amount carried forward in the Balance Sheet in respect of this 
account is not excessive, having regard to the life of the play 
concerned, and its prospective earning power. 

20.9 The system adopted for prepaiing and paying wages should be 
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examined. The wages are usually divided between “front” and 
“back", the former relating to persons employed in the front of the 
house, such as box office officials, programme sellers, attendants, 
etc., while the latter relates to persons employed behind the stage, 
such as carpenters, scene shifters, mechanics, etc. The artists' salary 
list should be vouched with the contracts with the individual artists. 

20.10 In the case of a cinema, the cost of the films rented, which is 
frequently based on a percentage of the takings, can be vouched by 
reference to the renter’s invoices and the returns of takings, 

20.11 Expenditure on advertising should be vouched with the 
contracts with advertising agents. 

20.12 Receipts in respect of touring companies should be vouched 
with the certified returns submitted by the managers of the theatres 
visited, the percentage of the receipts payable to the touring company 
being vouched with the contract. Travelling expenses should be 
vouched with the touring manager's certified schedule, and cartage 
on scenery with the appropriate vouchers. 

21 TRUST AND FINANCE COMPANIES 

21.1 The purchase and sale of investments should be vouched by 
inspection of brokers'contract notes. It should be ascertained that all 
dividends and interest receivable have been received, and that all 
bonus shares, etc., receivable have been properly accounted for. 
Securities should be verified in the usual manner, and the book value 
should be compared with the market value at the date of the Balance 
Sheet. It is not usual to adjust the value of each investment to market 
price, but to provide, if necessary, for the difference between the total 
book value and the total market value. 

21.2 Where shares are not fully paid, the contingent liability in 
respect of calls not yet made should be stated on the Balance Sheet; 
but where calls have actually been made, but not yet paid by the 
company, the amount should be treated as a liability. 

21.3 The correct treatment of profits and losses made on the sale of 
investments and of the reduction, if any, in the value of investments at 
the date of the Balance Sheet, will depend upon the nature of the 
company. 

21.4 In the case of a trust company proper, i.e., a company whose 
object is to earn income from the ownership of investments, it has 
been held that its investments arc fixed assets, and that, subject to the 
Articles, the excess of current income over currentexpenditurc can be 
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divided without making good fall in the value of the investments 
{Verner v. General and Commercial Investment Trust Ltd.^ 1894 2 
Ch. 266). This decision has been discussed at length in Chapter 28. 
Losses on investments sold by such companies need not, therefore, 
legally be charged to revenue before arriving at profits available for 
dividend, but similarly made profits must likewise be treated as 
capital profits. 

21.5 Each case must, however, be determined by a true construction 
of the provisions of Section 205, Companies Act, 1956, and the 
company’s memorandum and articles. Where depreciation or losses 
have not been provided for, the auditor must see that the Balance 
Sheet describes clearly the true position, and, where necessary, he 
should refer to the matter in his report to the members. 

21.6 In the case of a finance company, whose primary object is not 
to hold investments for the purpose of earning income, but to buy and 
sell them at a profit, the investments so held cannot be regarded as 
fixed assets. They are, in effect, the equivalent of stock-in-trade and 
must be treated as current assets, and brought into account at the 
lower of the cost or market value as at the date of the Balance Sheet. 
Losses made on the sale of investments must be charged to revenue, 
or to any Provision for Depreciation of Investments Account that 
may exist, and profits may be taken to the credit of revenue. 

21.7 It is sometimes a matter of some difficulty to arrive at a proper 
value to be placed on shares held in companies which have been 
promoted by the finance company. The only sound system to adopt is 
to treat such shares on a cost basis, making the necessary provision if 
they have depreciated below cost. It is not always possible to rely on 
market quotations in the case of newly-promoted companies, since 
such quotations arc frequently merely nominal. 

21.8 Where promotion profits have been received in the form of 
fully-paid shares, these should not be brought into account at their 
nominal value. If there is a cash profit on the promotion, apart from 
the shares, the latter should remain unvalued until realised, when the 
amount so realised can then be treated as additional profit. If, on the 
other hand, there is a cash loss on the Promotion Account, this can be 
regarded as the cost of the shares acquired, which can be brought into 
account at this figure, subject to depreciation. 

21.9 Where underwriting transactions have been entered into, and 
the finance company has been obliged to take up shares, the 
underwriting commission received should be set against the cost of 
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the shares so taken up, and not treated as profit. 

21.10 Generally speaking, it may be said that the safest method is to 
credit Profit and Loss Account only with profits actually realised. 
Where the accounts are not prepared in this manner, but credit it 
taken for profit represented by shares unsold, the auditor should deal 
with the matter fully in his report to the members. 

21.11 The auditor should ascertain what, if any, transactions are 
open on the Stock Exchange at the date of the Balance Sheet, since 
shares may have been purchased but not taken up, or sold but not 
delivered. Where the transactions have been closed subsequent to the 
Balance Sheet, and the result is a loss, this should be provided for; but 
no credit should be taken for profit. Where, however, the 
transactions are still op)en at the date of the audit, a note should 
appear on the Balance Sheet, stating that there are contingent 
liabilities in respect of transactions open on the Stock Exchange, and 
if the auditor considers the matter to be of sufficient importance, he 
should deal with it in his report to the members. 

21.12 All transactions with associated companies should be 
carefully examined, and it should be seen that no manipulations are 
effected near the close of the financial year for the purpose of 
“window-dressing” the respective Balance Sheets. 

22 WHOLESALE TRADERS 

22.1 The audit of the accounts of wholesale traders will vary 
according to the transactions. Wholesale trader may be either 
engaged only in local trade, or in import or export trade, or in a 
combination of both. The auditor should see that there is an effective 
check on the recording of salesand purchasesand the maintenance of 
stock records. 

22.2 The auditor must carefully check that all the sales and 
purchases are duly supported by vouchers and necessary allowances 
in respect of return of goods, quality difference, etc., are made. In 
case of foreign sales and purchases it should be seen that the 
conversion of foreign currency into rupees is correctly made. 

223 The stock records should be test checked with particular 
reference to the last month’s purchases, sales and returns. It should be 
seen that any stock sent on consignment or on sale or return is 
properly taken into account. The method of valuation of stock 
should be consistently followed from year to year. In case of a 
wholesale trader, generally, there will not be any shortages in stock 
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and the opening stock, purchases, sales and closing stock can be 
easily reconciled, if proper stock records are maintained. 

22.4 The auditor should carefully examine the rates of trade 
discount allowed which is particularly important in the case of 
wholesale traders. 

22.5 It should be seen that customs duties, export incentives, 
clearing charges, godown rent, etc., are properly adjusted. 

22.6 The auditor should see that proper adjustment is made in 
accounts in respect of liability for sales tax; refunds of excise duty, 
import duty, etc., and claims on carriers, insurers or Port authorities. 
In regard to debtors, he must examine the period for which the debts 
are outstanding, having regard to the usual terms of credit allowed 
and an adequate provision should be made in respect of bad and 
doubtful debts, if any. 

22.7 The auditor should apply the gross profit test and inquire into 
the reasons for any variations, as compared to the previous year. 
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1 THE NATURE OF INVESTIGATIONS 

1.1 The term “investigation” implies an examination of accounts 
and records for some special purpose. It differs from a conventional 
audit inasmuch as it is not primarily carried out for the purpose of 
ascertainig whether the accounts are properly drawn up and disclose 
a true and fair view but rather for the purpose of obtaining 
information of a particular nature required by a client or, in the case 
of an investigation of fraud, for the purpose of ascertaining its extent. 

1.2 The following are the principal classes of investigation met with 
in practice: 

1. On behalf of an individual or a firm proposing to buy a business. 

2. For the purpose of preparing a report on profits for insertion on 
a prospectus. 

3. On behalf of a prospective ingoing partner. 

4. On behalf of a bank for credit purposes. 
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5. On behalf of a person intending to invest in a private business, 
firm, or company. 

6. On behalf of the proprietors of a business where fraud is 
suspected or known to have taken place. 

7. Investigations under Section 235 and 237 of the Companies Act, 
1956. 

8. In connection with taxation liabilities. 

13 When an accountant is asked to make an investigation, he should 
obtain written instructions from his clients as to the exact purpose for 
which the investigation is required and the period which is to be 
covered. The accountant is, of course, consulted as an expert and 
must himself decide, within the limits imposed by his instructions, the 
extent to which the investigation should be carried, having regard for 
the information which he considers will be of importance to his 
clients and the manner in which his certificate or report will be 
utilised. 

1.4 The amount of detail work performed during an investigation is 
..not usually as great as is the case during an audit, although in its 

application to certain records or transactions it may be much more 
intensive. It is essential that the investigating accountant should bear 
in mind throughout the progress of his work the purpose of the 
investigation as this will indicate to him the particular matters to 
which he must give special attention and the particular viewpoint 
from which they must be regarded. 

1.5 Where the books and other records which are the subject of 
investigation have been properly kept and the annual accounts 
subjected to a professional audit, the work of the investigating 
accountant is naturally simplified as he is entitled to assume that the 
books are arithmetically correct. It must never be overlooked, 
however, that the investigating accountant's interest in such accounts 
is different from that of the accountant by whom they were prepared 
or audited. Thus, where an investigation is being made on behalf of a 
person proposing to purchase a business, the accounts of past years 
are examined because they are the main guide to the possible future 
profits of the business, assuming that the turnover and other similar 
factors remain unchanged. It might well be, however, that although 
the accounts are perfectly correct, they contain items of income or 
expenditure which if not adjusted would distort any view of future 
profits whkh is based thereon. 
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1.6 The investigating accountant should take the greatest care to 
preserve all his working papers and notes made during the course of 
the investigation. The working papers should link up the figures 
shown by the books of the business with the final figures produced by 
the accountant and should contain adequate notes of all essential 
interviews. It is imperative that before a report is signed, all schedules 
are completed as to casts, calculations, etc., and essential figures 
reconciled. The temptation to submit a report without delay and to 
leave the ‘^tidying up” of working papers until a later date must be 
resisted. Irremediable damage could be caused by the inclusion in a 
report of erroneous statements which would have been shown to be 
incorrect had a reconciliation of essential figures been attempted. 
Certain types of investigation may give rise to legal actions and the 
investigating accountant may be called upon to give evidence in civil 
or criminal proceedings; in such cases he will find that full working 
papers are essential. Furthermore, in view of the present state of the 
law relating to liability to third parties who have acted on the advice 
of professional experts, the investigating accountant will naturally 
wish to take particular care, for his own protection, over the accuracy 
of information which is included in his investigation report and allied 
documents. This question has been fully dealt with in Chapter 29 
above. 

1.7 In the course of his professional work, the accountant may be 
called upon to report on statements of figures and other information 
for the purposes of trade returns, statistics, claims for subsidies, 
grants, etc., on behalf of his client companies or firms. Such 
information is frequently required by central and local government 
departments, professional and trade associations, etc., and 
considerable investigation work may be necessary before the 
accountant feels himself to be in a position to give the required 
assurances regarding the figures submitted, and it should be 
appreciated that accountants can and should report only on matters 
within their professional function as accountants; there should thus 
be a clear understanding between the body or council calling for the 
accountant’s statement, the client, and the accountant, as to their 
respective positions. 
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2 INVESTIGATION ON BEHALF OF AN INDIVIDUAL OR 
A FIRM PROPOSING TO BY A BUSINESS 

2.1 The Extent of the Investigaticm 

2.1.1 The accountant undertaking such an investigation must bear 
in mind that a person proposing to purchase a business wishes to 
obtain as much information about that business as possible, in order 
that he may form an opinion as to whether or not it is worth buying 
and, if he decides to buy it, hoW much he should pay for it. 

2.1.2 Where the books have been properly kept and audited, the 
work of ^the investigating accountant is simplified but where the 
accounts have not been audited, it may be necessary for records to be 
examined much more fully. The client will, undoubtedly, require 
information not only as to the assets and liabilities at the date of the 
purchase, but also as to the trend of sales, and the gross and net 
profits over a number of years; it will, therefore, be necessary to 
examine the Profit and Loss Accounts as well as the Balance Sheets, 
and to suitably analyse the accounts for the purpose of comparison 
between respective financial periods. 

2.1.3 Where necessary the Trading and Profit and Loss Accounts 
for each year should be redrafted on a uniform basis, so that a true 
comparison maybe made. When this has been done, the accounts 
should be set out in columnar form with the addition of a percentage 
column for each year in which should be entered the percentage to 
turnover of each item of expenditure. Any material variations in 
these percentages from year to year will indicate items to which 
particular attention must be paid, and will also reveal any special 
expenditure incurred in any year in excess of the normal—as, for 
instance, in the case of advertising. The Balance Sheets should also be 
set out in columnar form, and from a comparison of the figures much 
valuable information may be gleaned which will be of material 
assistance in the course of the investigation. Having obtained ail the 
information available in this manner, the accountant will be able to 
decide on the extent of his examination. 

2.1.4 In many investigations, where the purchaser is familiar with 
the type of undertaking and the locality, he is mainly concerned with 
obtaining reliable information in regard to turnover, since from 
experience he will be able to estimate the cost of production and the 
selling and administrative expenses which are normally incurred. The 
accountant should prepare a statement of sales, so that a comparison 
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between years and months may be effected. The cause of abnormal 
fluctuations in turnover should be enquired into. In arriving at the 
figure of sales, returns should be deducted as well as trade discount 
and all allowances, in order to disclose the effective net sales. Where 
the purchaser has no experience of the type of business which he 
proposes to acquire or is unfamiliar with conditions in the particular 
locality, he will require, in addition to details of sales, information 
covering the whole of the Trading and Profit and Loss Account. 

2.1.5 In examining the Trading Accounts it should be seen whether 
the percentages of the various items of expenditure to turnover are 
constant, or whether they are subject to variation. 1 n this connection, 
care must be taken when redrafting the Trading Accounts, to set out 
the items in such a way that the actual cost of each element of 
expenditure is revealed, and the percentage thereof to turnover 
calculated. For example, in the case of stores and stocks the closing 
stock should be deducted from the sum of the opening stock and 
purchases, thus showing clearly the cost of the stores actually 
consumed or of the goods actually sold. It will readily be understood 
that the percentage of such cost to turnover may remain constant, 
whilst the percentages of opening and closing stocks and purchases to 
turnover may individually vary. The causes of variations revealed by 
such percentages must be ascertained. They may be due to a rise or 
fall in the cost of materials, manufacturing expenses, sale prices, rates 
of wages, or to variations in the types of product sold, etc., but the 
possibility that they are due to errors or inflations in the value of the 
stocks, fictitious sales or other manipulations of the accounts, must 
not be overlooked. The stocks at the end of each period should be 
compared and tested with the stock records, and the accountant 
should ascertain that the basis of valuation of stock has been uniform 
throughout. If there is a considerable increase in the value of the stock 
held, without a corresponding increase in trade or rise in the prices of 
materials, this may be due to incorrect inflation of values, which may 
be expected to cause a variation in the percentage of the cost of goods 
sold to turnover. 

2.1.6 The detailed stock sheets for each year under review should be 
examined and a comparison made of the values placed on stocks of 
similar items year by year. Care should be taken to see whether there 
is any evidence of obsolete stocks continuing to be included in the 
stock sheets at their previous values or any other suggestion of over¬ 
valuation. All insurance policies xehiting to stocks should be 
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examined and the values placed on stocks for accounting purposes 
compared with those for which they have been insured. 

2.1.7 The Trading Accounts for the last few financial years, and the 
records for the period from the date of the last Balance Sheet to the 
date of the investigation must be examined in greater detail, 
particularly where the gross profit has increased as compared with 
former years, as it is possible that, with a view to the sale of the 
business, manipulations may have been carried out with the object of 
inflating the profits of these years. This would have the result of 
disclosing a more prosperous position than was actually the case and, 
since the price payable for goodwill is usually calculated on the basis 
of profits or turnover, it would also have the effect of increasing the 
purchase consideration. The most usual methods of inflating sales are 
by— 

(/■) Treating goods issued on sale or return or on consignment as if 
they were completed sales; 

(I'O Ante-dating copies of sales invoices relating to the period 
subsequent to that covered by the accounts; 

(tii) Including fictitious invoices for credit sales or increasing cash 
sales by payments to the business by the proprietor. 

2.1.8 Inflation of gross profit may also be effected by inflating value 
of closing stock, or by omitting purchases, wages, or other 
manufacturing expenses. The figure of purchases may be artificially 
reduced by: 

(i) entirely omitting certain purchase invoices; 

(//) post-dating invoices so that they do not appear as a charge 
against the profit lor the period; 

{Hi) payment by the proprietor personally for cash purchases, so 
that these are totally excluded from the records. 

2.1.9 It will be necessary, therefore, for the investigating accountant 
to test the sales with the stock records, the Order Book, the Goods 
Outwards Book, or such other records as may be available. Where no 
stock records are kept, or where those in use are inadequate, the 
accountant must scrutinise the sales with great care, and should note 
whether they have fallen since the date of the last Balance Sheet, or 
the date to which the investigation is being taken. The period 
following the period under investigation should also be scanned 
closely for rebates, allowances, returns, etc., which are applicable to 
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the period under investigation as, if fictitious sales have been included 
in the last year, entries of this character will be necessary to eliminate 
the fictitious debts thus created. 

2.1.10 In order to ascertain whether purchases have been omitted, 
the Goods Inwards Book should be tested with the records of 
Purchases and such creditors’ statements as are available tested 
exhaustively with the creditors’ ledger or schedules of liabilities. 
Workers’ time cards, job cards, national insurance cards, etc., must 
be tested with the wages records in order to ascertain that all wages 
have been included in the accounts, and the reasons for any marked 
decrease in expenditure must be enquired into. 

2.1.11 In making an analysis of the sales the accountant should 
exclude all unusual profits resulting, for example, from exceptional 
contracts, or where it has been found more profitable to re-sell raw 
material than to use it for the manufacture of goods. If it is considered 
that such items should be included, it is preferable that the profit 
thereon should be shown in the Profit and Loss Account, and not in 
the Trading Account, in order that the rate of gross profit on normal 
trading operations is not obscured. 

2.1.12 In a similar manner it will be necessary to make an analysis of 
the Profit and Loss Account items. The accountant should investigate 
any items that show undue variation. The last year and the period 
following it should be examined in greater detail in order to see that 
there has been no manipulation to increase the net profit. Vouchers 
should be seen for all payments made after the close of the period 
under investigation, to ensure that all outstanding accounts have 
been provided for during that period. Manipulations of a subtler 
order may be effected by the omission of outstanding liabilities, by 
insufficient provision for bad debts or depreciation, by starving the 
business of necessary expenditure on repairs and renewals, etc., or by 
paying business liabilities out of private funds. The basis upon which 
bad debts have been provided for should be ascertained, and the 
debtors’ balances at the close of the period checked in detail with a 
view to ascertaining that sufficient provision has been made, 

2.1.13 The opening Balance Sheet should be checked. The 
impersonal ledger should be examined, the postings thereto of all the 
totals from the subsidiary records should be checked and the cash 
postings tested! The postings of the nominal account balances should 
be checked at the end of each year to the Profit and Loss Accounts. 
As regards vouching, it is not usually considered necessary to vouch 
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the payments for routine items of expenditure, even where no audit 
has been previously performed. The object of the investigation is to 
ascertain the profits, and to verify the existence and value of assets, 
and the accountant is not concerned with the manner in which such 
payments have been made, or whether they can be satisfactorily 
vouched. A certain amount of vouching would be necessary, 
however, if for any reason the accountant suspected that the records 
of expenditure had been manipulated with a view to distorting the 
profits for the period. It is, however, important that all capital 
expenditure should be vouched, in order to ascertain that no revenue 
expenditure has been capitalised and profits thus inflated. The asset 
accounts should be checked in detail, care being taken to see that all 
items are properly chargeable to capital, and are not items of 
expenditure in the form of repairs and renewals, which should have 
been charged to revenue. The existence of assets and their ownership 
must be verified in the usual manner, as detailed in Chapter 21 above. 

2.1.14 The closing Balance Sheet should be checked in detail. If 
there has been an independent valuation of the assets, the revised 
figures should be incorporated, otherwise it should be seen that 
adequate depreciation has been written off. Any assets which are no 
longer effective or in general use should be shown separately, and it is 
often advantageous to show the assets in a Statement of Assets and 
Liabilities in the same groups and order as those in which the income 
derived therefrom is shown in the Profit and Loss Account. 
Expenditure on advertising which has been carried forward should 
receive careful consideration, as in the majority of cases it should be 
written off. 

2.1.15 The value of the goodwill of the business, unless it has 
already been agreed, may have to be ascertained. Goodwill is an asset 
which it is difficult to value precisely, and it is impossible to be 
dogmatic as to the basis upon which the valuation should be 
computed; even among accountants there is no settled opinion. There 
are, however, in most trades, recognised methods of valuing 
goodwill. In many cases it is customary to take the average profits for 
a definite number of past years, multiply such average by an agreed 
number and regard the result as the value of goodwill. This is 
expressed as **so many years purchase of an average of so many 
years'*. This method is not scientific and will result in a value being 
placed upon goodwill which may be entirely erroneous when 
considered in the light of the ratio of the profits earned to the total 
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capital employed in the business. 

2.1.16 Another method of arriving at the value of goodwill is to 
base it upon super-profits. These were defined by the late P.D. Leake 
as “the amount by which revenue, increase in value, or other 
advantage received exceeds any or all economic expenditure” 
Economic expenditure is in turn defined as including “any or all 
current expenses, expired capital outlay on wasting assets 
(depreciation) other than goodwill, personal remuneration sufficient 
to secure continued successful management (which may possibly 
need ability of a high order) and a rate of interest on capital investi^ 
which will attract and retain any necessary capital having regard to the 
degree of risk incidental to the character of the undertaking". The 
value of goodwill is arrived at by taking the present value of an agreed 
number of annuities equal to the super-profits. The rate of interest 
employed in finding the present value of the annuities is the same as 
that used in arriving at the super-profits. This method suffers from 
the disadvantages that the rate of interest has to be estimated and the 
number of annuities agreed. 

2.1.17 A third method does away with the difficulty of agreeing on a 
number of years purchase. Under this method the whole question is 
regarded from the point of view of the value of the business as an 
investment. The rate of interest which may fairly be expected from 
the employment of capital in the business is fixed by reference mainly 
to the rate which experience shows can be obtained in businesses of a 
like nature, due regard being had to the risks to be incurred by the 
capital, and the value of the assets ascertained on the normal basis as 
a going concern. Taking the profits which it is considered will be 
maintained and the rate of interest expected, the maximum amount 
that the purchaser will pay for the business, lock, stock and barrel, is 
arrived at. The difference between this sum and the net tangible assets 
is the price paid for goodwill. 

2.1.18 The connection between the rate of interest, the value of the 
assets and the risk lies in the fact that where the value of the tangible 
assets is large and they are of a realisable nature, they form some 
security for the capital employed. Where a business has tangible 
assets of small value, the maintainable profits probably result from 
goodwill which is not inherent in the assets, and the risk is 
consequently greater. 

Illustration 

The maintainable profits of a business are Rs. 10,000. The 
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purchaser considers that the value of management is Rs. 2,000. The 
net tangible assets are valued at Rs. 95,000. Goodwill is arrived at as 
follows: 


Maintainable profit 

Rs. 

10,000 

Less: Management remuneration 

Rs. 

2,000 

Return on Capital 

Rs. 

8,000 


If the purchaser considers that a fair rate of interest would be 8%, the 
value of goodwill would be: 

Capital required to produce Rs. 8,000 


per annum at 8% 

Rs. 

1,00,000 

Less: Tangible assets 

Rs. 

95,000 

Value of Goodwill 

Rs. 

5,000 


This method is strictly one of valuing, not so much the goodwill, as 
the business as a profit earning concern. It will be realised that 
without the goodwill the value of the fixed assets, shorn of their 
earning power, would be vastly inferior to the value of the same assets 
when considered in conjunction with the goodwill. In fact, the 
goodwill cannot fairly be valued apart from the fixed assets, nor the 
fixed assets apart from the goodwill. Together they constitute the 
source of the capacity to earn profits from which their value to the 
business as a going concern is derived. Strictly, therefore, the fixed 
assets and the goodwill should be considered as one asset for the 
purpose of valuation, but where a value is placed upon the fixed 
assets, the difference between the total value of the business as a profit 
earning investment and the value attributed to the tangible assets may 
be regarded as the value of the goodwill. 

2,2 The Usual Adjustments Necessary 

2.2.1 Assuming that the accountant has investigated the accounts as 
far as he considers necessary and is of the opinion that they are 
correct, a considerable number of adjustments will, normally, have to 
be made to arrive at the profits upon which his report must be based. 
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The object of the report is to afford the purchaser information as to 
the achievements of the business in the past, from which he may form 
an opinion as to its probable earning capacity in the future. For this 
reason, although the report should deal with past facts, it is necessary 
to adjust the past profits of the business to conform to the conditions 
that will obtain after the purchase, i.e., to show what the net profits 
would have been, had the conditions of management, finance, etc., 
been the same in past years as those which will prevail after the 
purchase. 

2.2.2 It will usually be found necessary lo add back the following 
items: 

1. Interest on partners' capital and current accounts, and also 
partners’ salaries to the extent that these exceed a fair 
remuneration for management. 

2. Interest on loans and overdrafts (if any), except the interest 
applicable to loans to be taken over by the purchaser. Otherwise, 
it is to be assumed that the purchaser will provide sufficient 
working capital, in which case such charges will not be incurred. 

3. Rent, if the purchaser is purchasing the trade premises hitherto 
rented by the vendor. 

4. Discount on purchases, in so far as the business has not been able 
to take advantage of all discounts owing to lack of working 
capital. 

5. Exceptional losses such as those arising by reason of insufficient 
insurance, although in such cases the full insurance premium 
should be charged; costs and damages incurred by actions-at-law 
and other losses not arising in the ordinary course of business. 

6. Capital losses such as losses on sales of fixed assets or 
investments. 

7. Any additions or improvements of a capital nature that have been 
charged to Profit and Loss Account. 

8. Any excessive provisions for bad debts or other contingencies. 

9. Excessive provisions for depreciation. 

2.2.3 The following items should be deducted from the profits: 

1. income from assets not being taken over by the purchaser. 

2. Rent, if no charge has been made for this in the Profit and Loss 
Accounts, and the purchaser is not acquiring the freehold of the 
trade premises. 
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3. Exceptional profits, such as compensation for compulsory 
removal of premises, speculation profits, etc. 

4. Capital profits, such as those arising from sales of investments or 
fixed assets. 

5. Adequate depreciation, where this has not been provided for. 

6. A reasonable sum for management remuneration, if this has not 
been charged in the accounts. 

2.2.4 The question of depreciation is a most difficult matter to deal 
with, but it is preferable for the profits to be stated, after providing an 
adequate amount for depreciation. As the values upon which the 
purchaser will in future base the provision for depreciation will in 
most cases be different from those adopted by the vendor in the past, 
it is clear that unless the rates of depreciation are based upon the take¬ 
over values, the inclusion of charges for depreciation that may have 
been sufficient in the past will be misleading as a guide to future 
charges. In other cases, difficulty may be experienced in arriving at a 
proper rate of depreciation having regard to the nature of the assets. 
Where accurate provision cannot be made, the usual charges for 
depreciation should be added to the profits and the report should 
state clearly that no provision for depreciation has been made. 

23 The Report 

23.1 The report should be worded in a clear and unambiguous 
mahner, and must state the precise period covered by the 
investigation. It should contain all information which may be of 
assistance to the purchaser, and the accountant should not confine 
himself only to figures. He should, however, be very careful to avoid 
any statement which might lead his client to regard his remarks as 
predictions or estimates for the future. Where the adjustments made 
are merely of an ordinary nature, it is sometimes thought sufficient to 
say that all adjustments necessary in the opinion of the accountant 
have been made, but all adjustments involving items of special 
importance should be referred to specifically. The report should set 
out the information which the client requires in sufficient detail to 
enable him to comprehend the exact position of the undertaking. In 
order to do this a number of matters which will affect the future will 
have to be dealt with. For example, where, owing to insuffuriency of 
working capital, the business was not able to avail itself of all cash 
discounts^, this should be pointed out, and the effect upon the past 
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profits should be shown. The approximate number of times per 
annum the capital is turned over should be calculated, as this will 
vitally affect the amount of working capital required. 

23.2 The business may be fortunate in the possession of an efficient 
manager, and his willingness to continue in that capacity is an item of 
information which is of value to an intending purchaser. Where the 
proprietor has managed the business, but no charge for his services 
has been made in the accounts, the accountant should make adeq uate 
provision for management salaries and state clearly in his report the 
amount which he has provided therefor. All open contracts which will 
affect the future of the business, such as agreements to sell goods at a 
future date at an agreed price, should be set out in full, and it should 
be indicated whether it would be possible to rescind them if desired. 
Any necessary provisions in respect of these items should be made. 

23.3 Reference should also be made to the tenure on which the 
business premises are held. If the premises are held on a lease, of 
which only a short term remains unexpired, the question as to 
whether any difficulty will be experienced in obtaining a renewal of 
the lease at a reasonable rent may have a vital bearing upon the 
desirability or otherwise of acquiring the business. 

3 INVESTIGATION ON BEHALF OF THE PROMOTERS OF 
A PROPOSED COMPANY-REPORTS IN A PROSPECTUS 

3.1 Under the Companies Act, 1956, any prospectus issued by or on 
behalf of a company or by or on behalf of any person who is, or has 
been, engaged or interested in the formation of a company, must set 
out the reports specified in Part 11 of Schedule II of that Act. (See 
Chapter 13 para 18.) 

3.2 An accountant making an investigation of the accounts of a 
business proposed to be acquired by a company out of the proceeds of 
an issue of shares to the public, should remember that he is not only 
responsible to his clients for the work he performs, but also that he 
bears no small responsibility towards the public, since, on the faith of 
his report as an expert, the public will be asked to subscribe for shares 
in the company. It is, therefore, important that the accountant should 
ascertain as far as he can the bona fides of all parties interested in the 
matter, since in the event of the new company proving unsuccessful 
and legal proceedings being taken he is likely to find himself involved. 
Similar remarks apply to the auditor of such a company who is 
required to sign a report for inclusion in a prospectus. 
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33 The prosecution brought in the United Kingdom in 1954 against 
the managing director and auditor of Wake and Dean Lid.{Regina\. 
Wake and Stone, Acct., 30th October, 1954), was concerned primarily 
with the inflated value which had been placed on the company’s stock 
and work-in-progress. In the prospectus issued by the company in 
1951 the auditor's report included a statement that the stock and work- 
in-progress as valued by the company’s officials at the lower of cost or 
market value as at 30 June, 1950, amounted to £641,607. It was 
admitted in court that this figure was “false, deceptive and 
misleading” in that it was far too high. It was shown that timber had 
been taken at a flat rate and had been measured in such a way as to 
include all the air as well as the timber. The stock sheets did not show 
the manner in which the figures for work-in-progress and general 
stocks had been arrived at and the original valuations amounting to 
£495,000 (already excessive) had been plainly altered by percentage 
additions which increased the already inflated value by a further 
£140,000. Although the auditor asked for an explanation of the 
alterations, he accepted, without any attempt at independent 
corroboration, the statement of the managing director that they 
had been made to correct errors in the original valuation. The 
managing director, who had pleaded guilty to the charges brought 
against him, was sentenced to imprisonment. The auditor, who had 
pleaded not guilty, was convicted on one count, viz., that he had 
signed the report recklessly and was fined £200 (with the alternative 
of six months imprisonment). 

3.4 The following remarks made by the learned judge in the course 
of his direction to the jury are of great interest: 

"It is quite impossible... to lay down that an auditor is correct and not being careless 
if he accepts the explanations of a director to any question he may put to him .... Quite 
clearly you must look at all the circumstances of the case, and taking into account all 
the circumstances, .say to yourselves: ‘Would a reasonably careful auditor and 
accountant be satisfied with the director i answer or the director i entry in the book, or 
ought he as a reasonably careful auditor and accountant to have gone further and 
checked it in some way?" That is ready the question. You cannot, of course, laydown 
strict rules as to what is care and what is not. You mwtt take into account all the 
circumstances of the case and make up your minds about it. You may, ofcourse, take it 
that if an auditor neglects to take the reasonable steps, that you think he ought to have 
taken, then he is being careless; but if he is careless, in all the circumstances, to a high 
degree so as to be deserving of punishment, then you may take it as being reckless." 

33 Before imposing the fine, the judge addressed the following 
remarks to the auditor: 
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' you are an auditor and an accountant; one of a professional body of men to whom 
the public at large is entitled to look for careful and disinterested advice and help and 
guidance; and you have failed in your duty and you m ere so excessively careless as to he 
reckless. / cannot treat that offence as anything hut one of considerable gravity. .. " 


3.6 The Companies Act, 1956, requires the prospectus to disclose 
the profits or losses of five years, but it is very common for the 
accountant to be asked by the promoters to investigate and report 
upon the profits of a larger number of years. 

3.7 The object of the investigation is to arrive at the normal trading 
profits during the period, and the accountant should confine himself 
to ascertainable facts, and not indulge in calculations or 
problematical estimates of future operations. The routine to be 
followed and the points to be borne in mind have already been set out 
at length in the preceding section, but an investigation with a view to 
giving a report as to profits for publication in a prospectus is of 
narrower scope than an investigation on behalf of an intending 
purchaser. Only those matters directly affecting the figures of normal 
trading profits for the periods should be examined and reported 
upon. 

3.8 As has been indicated in para 2.2 of this chapter, the accountant 
will normally find it necessary to make a number of adjustments in 
the recorded profits or losses, or assets and liabilities, in arriving at 
the figures to be included in his report. The Companies Act, 1956, 
requires that the report shall either indicate by way of a note the 
adjustments as respects the figures of any profits or losses or assets 
and liabilities dealt with by the report which appear to the persons 
making the report, necessary or, alternatively, that the adjustments 
should be made and the report indicate this fact. The latter alternative 
is more frequently employed in practice. 

3.9 One of the most important of the matters which frequently 
require adjustment is the provision for depreciation of fixed assets. 
Although fixed assets normally appear in the books at cost, less 
accumulated provision for depreciation, they are usually valued for 
prospectus purposes at their current values which, under existing 
conditions, may be far in excess of cost. In some cases the new values 
are incorporated in the company’s books, but in others the book 
values remain unaltered, the revised values being merely noted in the 
prospectus. Whichever method is adopted, however, it will be 
appreciated that: 
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(a) The actual provisions made for depreciation in the years covered 
by the report will not have been calculated on the enhanced 
values now placed on the assets concerned; 

(b) The revised values will probably have been employed by the 
directors in calculating the assets cover for the issue; 

(c) The public may be asked to pay for the shares a price which has 
regard for the current values of fixed assets, whereas the profits 
for the years covered by the report will have been arrived at after 
charging depreciation calculated on original book values. 

3.10 Intending investors, therefore, might be misled by a valuation 
of fixed assets calculated on one basis and provisions for depreciation 
of such assets calculated on a different basis. The taxation aspect has 
also to be considered. If depreciation allowances for taxation 
purposes differ materially from the provisions made in the accounts 
for depreciation the recorded net profits may give a misleading 
impression of the figures on which taxation will be payable and thus 
of the balance available for distribution as dividend. 

3.11 In view of the fact that a period of at least ten years must be 
dealt with in the accountant’s report, it is most desirable that auditors 
should recommend to their clients that essential records be preserved 
for a long period if there is any possibility of a prospectus being 
required at some future date. 

3.12 When, in the course of his investigation, the accountant 
ascertains that the company has entered into exceptional forward 
commitments which may affect adversely the position of future 
profits, he should refer thereto in his report (/fex v. Bishirgian and 
Others, 1936, Acct. 28th March, 1936, p. 494 ei seq.), although it 
would appear that there is no necessity to refer to normal 
commitments of this nature. In the course of his judgment the Lord 
Chief Justice said: “the future commitments of a normal business are 
one thing; the future commitments of a colossal gamble are different, 
not merely in degree, but in kind.. .the financing, as it is called, is 
different; the risks are different, and to advertise a business as an 
ordinary business seeking development, when money is really being 
asked for to feed and supply an ambitious gamble is simply deceit.” 
This case did not concern the auditors of the company, who were 
shown to have no knowledge of the excessive commitments, but it is 
clear therefrom that when a prospectus is issued by a company in such 
circumstances, the non-disclosure of abnormal future commitments 
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may render the document “a cheat from beginning to end” An 
auditor who gave a report on profits for inclusion in such a 
prospectus, knowing of the non-disclosure, might find himself 
involved with the directors in a criminal charge. 

3.13 The wording of the report should be clear, and the precise 
periods covered by the investigation should beset out. The profits for 
each year must be set out separately; a statement of average profits 
will not satisfy the provisions of the Act, although such a statement 
may be given by way of additional information. 

3.14 As has already been pointed out, it is essential that the 
accountant should retain a complete record of all material 
information, and of the manner in which he has arrived at the figures 
he ultimately reports upon, so that he may be in a position to 
substantiate his report if called upon to do so. 

4 INVESTIGATION ON BEHALF OF AN INGOING PARTNER 

4.1 In addition to the examination which it is necessary to make on 
behalf of an intending purchaser, the accountant should include in his 
report to a prospective incoming partner all information which 
comes to his knowledge that may be of importance to his client in 
arriving at a decision as to whether he should continue the 
negotiations. The accountant should obtain a draft copy of the 
proposed partnership agreement, so that he may be in a position to 
advise his client as to whether or not the terms thereof appear to be 
reasonable. Special attention should be paid to the values at which 
the various assets are to be brought into the new partnership’s books, 
as, if they are over-valued the capitals of the continuing partners will 
be inflated, and the incoming partner might be prejudiced in the event 
of a dissolution. If the proposed partnership is to lake over the 
debtors and liabilities of the old partnership, special care must be 
taken to see that adequate provision has been made in respect of bad 
debts, or that if bad debts are incurred in respect of debtors existing 
prior to the commencement of the new partnership, the continuing 
partners will be responsible for them personally. Careful attention 
should be paid to the treatment and valuation of goodwill, and the 
amount which the incoming partner is required to pay for his share of 
this asset. The basis on which goodwill has been valued should be 
investigated and its reasonableness assessed. 

4.2 The accountant should ascertain the reason why the firm wishes 
to admit a new partner, as this could be due to financial weakness. 
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Should the accountant receive any indication that any of the 
continuing partners are involved personally in financial difficulties he 
should report this fact to his client. Section 187 of the Income Tax 
Act, 1961, provides that, in the event of a change in the constitution of 
the firm, the assessment should be made on the firm as constituted at 
the time of making the assessment and when the tax assessed upon a 
partner cannot be recovered from him it can be recovered from the 
firm as constituted at the time of making an assessment. Hence it is 
essential that the accountant should inquire into the assessments of 
the partners and the firm with a view to ascertain whether the 
incoming partner would be burdened with the tax liability in respect 
of the income earned when he was not a partner. In case there is any 
possibility of such a claim arising, the implications thereof must be 
made clear to the prospective partner. 

5 INVESTIGATION ON BEHALF OF A BANK FOR 
PURPOSES OF OBTAINING CREDIT 

5.1 It is usual for banks, when a loan or overdraft has been asked 
for, to demand a copy of the customer’s latest Balance Sheet, in order 
to ascertain what assets are available to afford security for the 
accommodation and the general financial condition of the business. 

5.2 Sometimes, however, the bank requires more detailed 
information, and an accountant is called in to carry out an 
investigation for this purpose. Bankers are interested to know the 
reason for the required overdraft or loan, as they are careful to see 
that in such cases the money is usefully employed. Further, they wish 
to know to what extent the loan is liquid. 

5.3 The accountant should prepare a statement of assets and 
liabilities, giving in particular the following analysed information: 

5.3.1 Sundry Debtors and Bills Receivable 

(/) Amounts due from: 

Trade debtors within the period of credit. 

Trade debtors beyond the period of credit. 

Partners, directors, officers and employees. 

Branches or subsidiaries. 

(i7) Amount due on bills, divided into short bills and others. 

(ill) Amount of provision to cover discount and bad and doubtful 
debts. 

(iv) Nature and amount of any debts or bills pledged or assigned. 
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5J.2 Stock 

(0 Finished stock, stating method of pricing. 

(i7) Work-in-progress, stating method of pricing. 

(hi) Raw materials, etc., stating method of pricing. 

(iv) Amount of stock included above held under trust receipts. 

(v) Stock held on consignment, and whether it has been included 
above. 

(v) Amount of stock pledged as collateral for loans or advances. 

5.3.3 Real Property. Plant. Buildings, Fixtures and Fittings 
A full description should be given of each item, and the method of 
valuation used in each case clearly shown. Particulars should be given 
of the method of writing off depreciation, and any recent valuations 
by an expert valuer should be set out. Full particulars and the amount 
of all charges on the property etc., should be detailed. 

53.4 Investments 

A list should be given of the investments showing the nominal, 
book and market values. Where any investments have been pledged 
as security for loans or advances, full details should be given. 

53.5 Secured Liabilities 

Details should be given of all debentures and other secured 
liabilities, showing the amount outstanding, the date repayable, and 
whether, in the case of debentures, they have been issued as collateral 
security for an overdraft. Details should also be given of the assets 
charged, and particulars of the provision made for meeting the 
amounts due at maturity. 

5.3.6 Insurance 

A schedule of all insurance policies, stating the risks covered, and 
the insured amounts and confirming that all premiums due have been 
paid. It should be borne in mind that where the business is entirely 
dependent for its existence on assets such as a factory, advances may 
more easily be secured if a Loss of Profits Policy exists. 

5.4 The accountant should also examine the Profit and Loss 
Account for the last period and, if required, for earlier years in order 
to ascertain the maintainable profits. The method of doing this has 
already been dealt with earlier in this Chapter. 

53 The report should state the method of collecting debts, and the 
period of credit and the terms upon which sales arc made. Particulars 
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should be given of all contingent liabilities and especially in respect of 
the following: 

1. Bills discounted. 

2. Accommodation bills. 

3. Guarantees. 

4. Contracts or agreements. 

5. Pending law suits and arbitrations. 

6. Shares and debentures of subsidiaries where the dividends or 
interest have been guaranteed. 

5.6 Finally, the accountant should state the reason given for 
requiring the loan, etc., and whether in his opinion the amount asked 
for will be usefully employed and adequate for the purpose for which 
it is required. 

6 INVESTIGATION ON BEHALF OF A PERSON INTENDING 
TO INVEST IN A PRIVATE BUSINESS, A FIRM, OR A 
COMPANY 

6.1 An investigation for this purpose should cover the same ground 
as an examination on behalf of a bank for credit purposes, but as an 
investor does not require his investment to be as liquid as does a 
banker, greater attention must be given to the maintainable profits 
and the trend of business. 

6J1 In the case of a private business or a firm, the accountant should 
scrutinise carefully the proposed agreement between the investor and 
the business or firm, and see that its terms are advantageous to his 
client and that reasonable security is afforded. In most cases of this 
nature the lender is well acquainted with the character of the 
proprietors of the business or the members of the firm, but where he is 
not familiar with them, the accountant should, if he thinks it 
desirable, inform his client of any facts which render it undesirable 
for the investment to be made. For example, if there is obvious 
dissension among the partners of a business, it is possible that the 
firm may be dissolved in the near future. 

63 In the case of a loan to a company, the Memorandum and 
Articles should be scrutinised to see that the loan is within the 
borrowing powers of the company and of the directors. 11 it is ultra 
vires the directors a resolution should be passed by the company in 
general meeting authorising them to borrow the money. If the money 
is to be invested in the business on the security of debentures the terms 
of the issue should be examined carefully, and it should be seen that 
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adequate provision will be made for repayment at maturity. In 
addition to verifying the existence of any property charged by the 
debentures, the company’s file at the office of the Registrar of 
Companies should be examined, in order to see that there are no 
charges entered in the register of chaiges which are not entered in the 
company’s register of charges. 

6.4 Where it is proposed that an investment should be made in the 
preference shares of a private company, which carry the right to a 
fixed rate of dividend, the price to be paid for such shares will, in the 
main, be determined by the current level of interest rates. Due 
allowance must be made, however, for the risk factor and for the non¬ 
marketability of the shares. If the shares are redeemable, regard must 
be had for the date on which such redemption can be effected and the 
premium, if any, which will be paid by the company. In many cases no 
date is fixed for the redemption of redeemable preference shares, the 
terms of issue merely providing that the company has the right to 
redeem on or after a certain date; in such cases it must be borne in 
mind that the holder of such shares has no power to insist on their 
redemption. 

6.5 If it is proposed that the investment should be in the ordinary 
shares of a private company, the following factors must be taken into 
consideration in determining the price to be paid: 

(a) The extent of the assets ‘cover’ for the ordinary share capital. 

(b) The amount of profits required for the payment of dividends on 
shares with preferential rights, and interest on long-term loans 
and debentures. 

(f) The extent of the anticipated future earnings ‘cover’ available to 
the ordinary shareholders after allowing for (^). 

(cf) The current ‘yield’ obtainable on quoted shares of companies 
engaged in the same industry. The yield required will be 
increased to allow for the relative non-marketability of the shares 
to be purchased. 

(e) The ‘price/earnings’ ratio, or the number of years it would take 
to repay the cost of the shares to the investor, from the sums 
earned by those shares. 

(/) The restrictions, if any, imposed by the company’s Articles of 
Association on the rate of dividend payable on the ordinary 
share capital and any other nmtters which will limit such rate, e.g. 
amounts agreed to be set aside annually to provide for the 
redemption of debentures, loans or preference shares. 


jLi 
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ig) The estimated proportion of future profits which must be left in 
the business to provide the funds necessary for its expansion. 

(h) The proportion of the total ordinary share capita! which it is 
proposed to acquire. If a minority interest is to be purchased in a 
director-controlled company it must be remembered that profits 
available for dividend may be reduced by increases in director's 
emoluments and that, for a variety of reasons (e.g. taxation), the 
directors may wish to limit the rate of dividend payable without 
regard for the interests of the minority. 

(i) The basis upon which the shares have been valued. Where the 
company's net assets have provided the basis, considerable care 
must be taken in investigating the asset valuations, particularly 
where goodwill is concerned. Where a controlling interest in the 
company is to be acquired, it may be preferable for the shares to 
be valued by reference to the company's earnings, rather than 
dividends paid, since otherwise an undervaluation of shares 
would result, in cases where the directors had followed a policy of 
‘ploughing back’ most of the profits in the past. Minority interests 
would be more appropriately valued by reference to distributable 
profits. The valuations used should be checked against the details 
of any recent transfers of shares of that class, if available. 

(/) The continued demand for the company’s output, and its 
revenue earning capacity in general, as far as may be reasonably 
assessed. 

(k) The possible effects of anticipated legislation on the company’s 
prosperity, e.g. in the fields of taxation, tariffs, transport, etc. 
(/) The general condition of the investment market as regards 
availability of finance, and interest rates. 

(m) The voting powers attached to the shares to be acquired. 

6.6 In all cases the accountant should satisfy himself that the funds 
to be provided can be usefully employed and, where they are required 
for a specific purpose, will be adequate for that purpose. 

6.7 Where an auditor values shares in a company as an expert under 
the provision of the company’s Articles of Association it would seem 
that he cannot be called upon to justify his valuation provided that he 
does not express the reasons which impelled him to his decision. If, 
however, the auditor offers an explanation of his valuation the court 
is not precluded from examining such explanation and if it is 
considered to be incorrect, of upsetting the valuation (Dean v. Prince 
and Others, [1953, 3 W.L.R. 271]). 
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7 INVESTIGATION FOR FRAUD 

7.1 Fraud may be divided into two classes, viz., defalcations involving 
misappropriations of either money or goods, or the manipulation of 
accounts, not involving defalcations. The conduct of investigations 
where fraud is suspected or known to have taken place varies very 
much according to the circumstances of each case, and it is only 
possible to consider the matter here in the most general manner. 

7.2 The fraudulent manipulation of accounts without 
corresponding defalcations has already been considered from time to 
time in the course of this work, and usually takes the form of the 
inflation of assets, or the omission of liabilities, for the purpose of 
making the position of a business appear to be better than it really is, 
or enabling dividends to be paid when profits have not been earned. 

7.3 Defalcations involving misappropriations of stock vary so 
much according to the nature of the goods and the trade carried on 
that it is not practicable to discuss the subject here; but defalcations 
involving misappropriations of cash present many features in 
common, and it may be convenient to indicate the general course of 
procedure where an investigation of this nature is made, taking as an 
instance the case of a trading business where fraud has been carried 
out by some individual in charge of the books and cash. 

7.4 Full enquiries should be made as to the authority exercised by 
the defaulting official and the nature of his duties, as this will give 
some indication of the opportunities of which he may have taken 
advantage. Assuming that the official has been in general control of 
the books and has been subject to little or no supervision, the 
accountant would be compelled to make a complete investigation 
from a date arranged with the proprietors of the business. 

7.5 The cash book should be cast and vouched in detail, and 
certificates of the opening and closing bank balances obtained from 
the bank. The cash book should be checked completely with the bank 
statement, particular attention being paid to the dates when the 
receipts were paid in, and to ascertaining that each day’s receipts have 
been banked intact. 

7.6 Where money received from debtors has been misappropriated, 
it is common to find that, in order to prevent the debtor s account 
appearing overdue, cash received subsequently from other debtors is 
placed to the credit of the debtor whose remittance was originally 
misappiopriated, this process being continued indefinitely. This type 
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of fraud is commonly known as ‘teeming and lading In such cases it 
may become necessary for the cashier to divide certain remittances in 
order to obtain the exact amounts necessary for his purpose, and, 
where possible one method of discovering whether this has been done 
is to examine the original paying-in slips at the and to compare 
them with the counterfoils of the paying-in book. The slip presented 
to the bank will contain the correct record of the amount of each 
cheque, whereas the counterfoil will show any division that may have 
taken place. This also serves as a check upon the improper 
manipulation of discounts. All discounts of any consequence 
appearing in the cash book should be tested, in order to ascertain 
that they are in order. 

7.7 Where counterfoil receipt books are used, the counterfoils 
should be checked with the cash book; and where rough cash books 
or cash diaries have been kept, these should be compared with the fair 
cash book. 

7.8 It should be seen that the proceeds of all bills receivable have 
been duly received, and bills in hand should be examined. 

7.9 The best method of verifying the balances due by customers 
where it is suspected that amounts have been misappropriated, is for 
the accountant to send out a circular to the debtors, stating the 
amount of the balance as shown in the books, and asking the debtors 
to communicate to him direct if they do not agree with the amount 
stated. (Permission to circularise in this way must, of course, be 
obtained from the proprietors or directors. The detailed procedures to 
be followed in the exercise have already been dealt with in para 3 of 
Chapter 20.) 

7.10 As regards cash payments, special care should be taken, in 
examining the supporting invoices, to note any that appear to be 
irregular; and the cancelled cheques should be examined to see that 
the payees' names agree with those appearing on the invoices. If any 
vouchers for material amounts are missing, duplicates should be 
obtained. Ail amounts charged to the drawings accounts of partners 
or directors should be vouched by them as being correct. 

7.11 The petty cash book should be vouched and cast. Special 
attention must be paid to salaries and wages, and the accountant 
should confirm with a partner or director the existence of all the 
employees named in the Salaries and Wages Books, and the amounts 
payable to them. 

7.12 Where the defaulting party has had access to all the books, it 
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will be accessary for the whole of the postings to be checked, the 
books cast, and a trial balance prepared. In checking the Sales 
Ledgers special attention should be paid to all allowances and bad 
debts written off, as entries of this nature may have been made for the 
purpose of concealing misappropriations of cash. Similar remarks 
apply to returns, and where necessary the receipt of the actual goods 
returned should be traced. In some cases it may be found that the 
defaulting party has omitted to record sales, so as to be able to 
appropriate the remittances received without the necessity of 
falsifying the books further. In order to ascertain whether this has 
been done, the Order Book should be tested with the day book or 
copies of sales invoices, to see that all orders that have been executed 
have been recorded, and reference should also be made to the goods 
outwards records in order to verify deliveries of goods sold. Where 
cash sales are made, these should be vouched in detail with whatever 
evidence may be available, although unless the system employed is a 
good one, it may be very difficult to ascertain whether irregularities 
have occurred. 

7.13 Invoices should be vouched with the Bought Journal, if any, in 
order to ascertain that none has been passed through twice, payment 
in respect of the original invoice being made to the creditor, but 
payment for the duplicate being misappropriated by the defaulting 
party. Duplicates should be obtained of missing invoices, and the 
creditor’s statements compared with the balances as shown by the 
Bought Ledger or its equivalent and the schedule of unpaid accounts. 
The Goods Inwards Book or the Order Book should be checked with 
the Bought Journal or purchase invoices to ensure that all invoices 
relate to bona fide purchases. 

8 INVESTIGATIONS UNDER THE COMPANIES ACT, 1956 

8.1 Section 235 provides for the appointment of inspectors to 
investigate the affairs of a company in certain circumstances. 

The Central Government may make such appointment— 

(fl) in the case of a company having a share capital, on the 
application either of not less than two hundred members or of 
members holding not less than one-tenth of the total voting 
power therein; 

(6) in the case of a company not having a share capital, on the 
application of not less than one-fifth in number of the persons on 
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the company’s register of members; 

(c) in the case of any company, on a report by the Registrar under 
Section 234. 

8.2 Under Section 237, the Central Government should appoint 
inspectors to investigate a company’s affairs if— 

(u) the company by special resolution, or 
{b) the Court, by order, 

declares that the affairs of the Company ought to be investigated. 

8.3 The Central Government may also do so if it appears to it that 
there are circumstances suggesting— 

(/) that the business of the Company is being conducted with intent 
to defraud its creditors, members or any other persons, or 
otherwise for a fraudulent or unlawful purpose, or in a manner 
oppressive of any of its members, or that the company was 
formed for any fraudulent or unlawful purpose; 

(/■/■) that the persons concerned in the formation of the company or 
the management of its affairs have in connection therewith been 
guilty of fraud, misfeasance or other misconduct towards the 
company or towards any of its members; or 
(ill) that the members of the company have not been given all the 
information with respect to its affairs which they might 
reasonably expect, including information relating to the 
calculation of the commission payable to a managing or other 
director, or the manager, of the company. 

8.4 All persons referred to in Section 240( 1) are required to preserve 
and to produce to an inspector or any person duly authorised by him 
in this behalf with the previous approval of the Central Government, 
all books and papers of, or relating to, the company or the other body 
corporate, managing agent, secretaries and treasurers, or associate, 
which are either in their custody or powers and also otherwise to give 
to the inspector all assistance in connection with the investigation 
which they are reasonably able to give. The inspector has power to 
examine on oath all past and present officers and agents (including 
bankers, legal advisers and auditors) of the Company. With the 
previous approval of the Central Government the inspector may also 
examine on oath persons other than those mentioned in Section 
240(1). 
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8.5 The inspector may, and if so directed by the Central 
Government, shall make interim reports to the Government and on 
the conclusion of the investigation shall make a final report to the 
Central Government. The Central Government must forward a copy 
of any report (other than interim report) to the company and also to 
any body corporate, managing agents, secretaries and treasurers or 
associate dealt with in the report by virtue of Section 239. Where the 
inspection is made under clause (a) or (b) of Section 235 a copy of the 
report must be furnished, on request, to the applicants for 
investigation. Where the inspection is under Section 237, a copy of 
the report must be furnished to the Court. 

8.6 The Central Government may. if it thinks fit, furnish a copy of 
the report, on payment of the prescribed fee, to the persons 
mentioned in clause (b) of Section 241(2). The Central Government 
may also cause the report to be published. 

8.7 Under Section 242, the Central Government, after considering 
the inspector’s report, may, where it appears that any person has been 
guilty of an offence for which he is criminally liable, prosecute such 
persons for the offence. 

8.8 If it appears to the Central Government that by reason of any 
such circumstances as are referred to in sub-clause (i) or (») of clause 
(b) of Section 237 (supra), it is expedient to do so, the Central 
Government may cause to be presented to the Court a petition for the 
winding up of the company, body corporate, managing agent, 
secretaries and treasurers or associate on the ground that it isjust and 
equitable that it should be wound up and/or it may make an 
application to the Court for an order under Section 397 or 398 of the 
Act. 

8.9 If, from the report, it appears to the Central Government that 
the company or any body corporate, whose affairs have been 
investigated in pursuance of Section 239, in the public interest, ought 
to bring proceedings for— 

(o) the recovery of damages in respect of any fraud, misfeasance or 
other misconduct in connection with the promotion or 
formation, or the management of the affairs, of such company or 
body corporate; or 

(ib) the recovery of any property of such company, or body 
corporate, which has been misapplied or wrongfully retained; 

the Central Government may itself bring proceedings for that 
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purpose in the name of such company or body corporate. 

8.10 Investigations under Section 237 are usually instituted when it 
is suspected that the company has been mismanaged or that the 
directors or officers of the company have been using the company’s 
resources for their own purposes. 

8.11 The procedure to be followed by the accountant appointed to 
conduct such an investigation must be determined by the terms of his 
instructions, but in most cases a very detailed examination of the 
company’s books and records will be necessary. Particular attention 
must be paid to the verification of the existence of assets, the nature of 
the liabilities contracted by the company, dealings with subsidiaries, 
and the manner in which the profits or losses disclosed by the 
published accounts have been arrived at. 

8.12 Under Section 247, where it appears to the Central 
Government that there is good reason so to do, it may appoint one or 
more inspectors to investigate and report on the membership of any 
company and other matters relating to the company, for the purpose 
of determining the true persons who are or have been financially 
interested in the success or failure, whether real or apparent, of the 
company; or able to control or materially to influence the policy of the 
company. 

8.13 Under Section 240A, the Magistrate of the First Class or the 
Presidency Magistrate having requisite jurisdiction may on 
application by the inspector, by order, authorise inspector— 

{a) to enter, with such assistance as may be required, the place or 
places where such books and papers are kept; 

(b) to search that place or those places in the manner specified in the 
order; and 

(c) to seize books and papers he considers necessary for the purposes 
of his investigation. 

9 INVESTIGATIONS IN CONNECTION WITH TAXATION 
LIABILITY 

9.1 An investigation in connection with taxation liability is usually 
carried out at the request of the client, where he has reason to believe 
that complete and accurate returns of income for taxation purposes 
have not been made. Such an investigation may also be undeitaken, 
where the assessments have been re-opened under Section 147 of the 
Income Tax Act, 1961. 

9.2 It is not within the province of this work to describe in detail the 
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conduct of such an investigation, nor is it possible to lay down hard- 
and-fast rules as to the procedure which must be followed. So much 
must depend upon the nature of the business carried on, the records 
available, and the opportunities afforded for the falsification of 
records for the purpose of evading taxation liability. The accountant 
must bring into play not only a high degree of technical skill, but a 
wide knowledge of human nature and much ingenuity to arrive at the 
truth. 

9 J After ascertaining the period over which the investigation is to 
extend, the accountant should first obtain from his client such of the 
following documents and data as are available: 

(1) Books and audited accounts of the business. 

(2) Bank pass-books or statements, deposit receipts, etc., in the 
name of the client or his wife or over which either had control at 
any time during the years under review, and certificates from 
bankers as to current balances, 

(3) Statements of all private assets and liabilities at the beginning 
and end of the period covered by the investigation. 

(4) Schedules of all investments held, showing the dates and cost of 
purchase and the names and addresses of the persons in whose 
names they were bought. 

(5) Acknowledgements from nominees that they hold assets in their 
names on behalf of the client. 

(6) Bought and sold notes and brokers’ accounts in respect of all 
dealings in investments during the period. 

(7) Details of any other non-business assets or property purchased 
and sold during the period. 

(8) Particulars of any legacies, insurance maturities, or other 
capital receipts during the period. 

(9) Particulars of any insurance policies taken out, and receipts for 
premiums paid thereon during the period. 

(10) All interest and dividend counterfoils, and accounts ol rents and 
outgoings of any property held. 

(11) Estimates of living and other personal expenses, including cost 
of children’s education, holidays, gifts and other abnormal 
expenditure. 

(12) Copies of all income-tax, wealth-tax and gift-tax returns and 
assessment orders covering the period and receipts for taxes paid. 

9.4 Where books have been kept and accounts prepared, the 
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investigation will follow the lines discussed in para 2 of this chapter, 
special attention being paid to the possibility of sales being omitted, 
purchases and expenses being inflated, and stock being improperly 
valued with the object of reducing the profit disclosed by the 
accounts. The pass-books or statements of all personal bank accounts 
kept must be obtained and analysed in the minutest detail, in order to 
trace the origin of all lodgments and the destination of all payments 
recorded therein. All cheques drawn by the business in favour of the 
partners or, in the case of companies, in favour of directors or other 
officials whose affairs are also the subject of investigation must be 
traced into their private banking accounts. In the case of any cheques 
which cannot be so traced, the cancelled cheques, if available, should 
be examined. If it is found that such cheques are crossed cheques, the 
names and addresses of the banks through which they were cleared 
should be noted and enquiries made of the payees as to the manner in 
which they disposed of the cheques in question. Enquiries on these 
lines may reveal the existence of banking accounts in the names of the 
taxpayers or their nominees which have not so far been disclosed to 
the accountant. 

9J5 The exact nature of all payments from private banking accounts 
must be ascertained, even though the amounts involved may be small, 
as such payments may indicate the existence of assets which have not 
been disclosed, e.g., a safe deposit rental, a frurrier’s charge for 
storage of a fur coat, etc. For the same reason the nature of the risks 
covered by all insurance premiums paid must be ascertained by 
examination of the relevant policies. 

9.6 A total account foi receipts and payments of cash, as distinct 
from cheques, must be prepared for each individual who is the subject 
of investigation, in order that the accountant may satisfy himself that 
the person concerned appears to have had sufficient cash to meet his 
normal household and living expenditure. This account will be 
compiled as follows: 

L^hit Side 

* 

(u) Cash drawn from bank. 

(b) Cash drawn from business. 

(c) Any other cash receipts, e.g., rents collected. 

Credit side 

{a) Cash paid into bank. 
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(b) Bank lodgments from unidentified sources which, therefore, are 
assumed to have represented cash. 

(c) Payments which must have been made in cash because they were 
not discharged by cheque, e.g., rates or other known 
expenditure. 

(d) Cash allowance, if any, to wife for household expenses and to 
children for pocket money. 

(e) Any other known cash payments. 

(/) Estimate of the taxpayer's personal cash expenditure. 

9.7 If the account prepared in this way reveals an excess of 
expenditure over cash received, the accountant will be forced to 
conclude, subject to the accuracy of the estimates made, that the 
taxpayer has received cash from sources not disclosed by him. 
Exhaustive enquiries into this possibility must be made, it being 
impressed upon the taxpayer that a satisfactory report cannot be 
made to the Income Tax authorities with such a discrepancy 
unexplained. 

9.8 Where no books have been kept, it will be necessary to construct 
accounts by analysing bank statements, invoices, creditors’ 
statements, receipts or invoices for e.xpenditure and any other 
available documents and data. Unless all cash takings and receipts 
from debtors have been paid into the bank, it may be very difficult, if 
not impossible, to obtain a reliable estimate of the total amount of the 
sales; but if the total purchases have been ascertained, it may be 
possible to estimate the amount of the gross profit by reference to the 
percentage on purchases normally earned in the particular trade, or 
by adding to the bank lodgments an estimate of the amount of cash 
takings applied in paying for purchases and expenses, and drawn by 
the client for his private use. 

9.9 Where the available information is so meagre that it is 
impossible to construct Profit and Loss Accounts, the only method of 
estimating the profit will be by the preparation of statements of ‘net 
worth’ at the loginning and end of the period under investigation. 
For this purpose, exhaustive enquiry mus^ be made to ascertain the 
assets and the liabilities of the client at each date. To any increase in 
net worth disclosed by such statements must be added the estimated 
amount of the client’s living and personal expenses (which, of course, 
must be related to the style in which he lives), any losses on sale of 
investments, gambling losses and any other losses of a capital 
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nature, the value of any assets which have been worn out or discarded 
during the period, and any other items by which the final net worth 
has been reduced. From the total so found will be deducted any 
legacies received, insurance maturities, gambling profits, profits on 
the sale of investments and other capital receipts, and the result may 
then be taken to represent the total income from all sources during 
the period of the investigation. From this amount must be deducted 
the total income from investments, property and other sources on 
which tax has been paid, and the balance may be regarded as the net 
profit from the business for the whole period. This amount must be 
apportioned over the years comprised in the period on such basis as 
may appear to be equitable, having regard to all the circumstances, 
and in particular to any information that may be available as to the 
trend of business over the years in question or the assets owned at 
intervening dates. 

9.10 In his report the investigating accountant should indicate fully 
any deficiencies in the data at his disposal, or matters on which he has 
been unable to obtain satisfactory explanations, and the extent to 
which he is able to accept responsibility for the accuracy of the figures 
disclosed by the accounts. 
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PREFACE TO THE STATEMENTS OF ACCOUNTING 

STANDARDS* 


1. Formation of the Accounting Standards Boards: 

The Institute of Chartered Accountants of India, recognising the need to harmonise 
the diverse accounting policies and practices at present in use in India, constituted an 
Accounting Standards Board (ASB) on 2ist April, 1977. 

2. Scope and Functions of Accounting Standards Board: 

2.1 The main function of ASB is to formulate accounting standards so that such 
standards may be established by the Council of the Institute in India. While 
formulating the accounting standards, ASB will take into consideration the applicable 
laws, customs, usage:, and business environment. 

2.2 The Institute is one of the Members of the International Accounting Standards 
Committee (lASC) and has agreed to support the objectives of lASC. While 
formulating the Accounting Standards, ASB will give due consideration to 
International Accounting Standards, issued by lASC and try to integrate them, to the 
extent possible, in the light of the conditions and practices pievailing in India. 

2.3 The Accounting Standards will be issued under the authority of the Council. 
ASB has also been entrusted with the responsibility of propagating the Accounting 
Standards and of persuading the concerned patties to adopt them in the preparation 
and presentation of financial statements. ASB will issue guidance notes on the 
Accounting Standards and give clarifications on issues arising therefrom. ASB will 
also review the Accounting Standards at periodical intervals 

3. Audited Financial Statements: 

3.1 For discharging the above functions, ASB will keep in view the purposes and 
limitations of published financial statements and the attest function of the auditors. 
ASB will enumerate and describe the basic concept to which accounting principles 
should be oriented and state the accounting principles to which the practices and 
procedures should conform. 

3.2 ASB will clarify the phrases commonly used in such financial statements and 
suggest improvements in the terminology wherever necessary, ASB will examine the 
various current alternative practices in vogue and identify such alternatives which 
should be preferred. 

3.3 The Institute will issue the Accounting Standards for use in the presentation of 
the general purpose financial statements issued to the public by such commercial, 
industrial or business enterprises as may be specified by the Institute from time to time 
and subject to the attest function of its members. The term “General Purpose Financial 
Statements** includes balance sheet, statement of profit and loss and other statements 


*lssued in January 1979. 
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and explanatory notes which form part thereof, issued for the use of 
shareholders/members, creditors, employees and public at large. References to 
financial statements in this Preface and in the standards issued from time to time will 
be construed to refer to General Purpose Financial Statements. 

3.4 Responsibility for the preparation of financial statements and for adequate 
disclosure is that of the management of the enterprise. The Auditor’s responsibility is 
to form his opinion and report on such financial statements. 

4. Scope of Accounting Standards: 

4.1 Efforts will be made to issue Accounting Standards which are in conformity with 
the provisions of the applicable laws, customs, usages and business environment of our 
country. However, if due to subsequent amendments in the law, a particular 
Accounting Standard is found to be not in conformity with such law, the provisions of 
the said law will prevail and the financial statements should be prepared inconformity 
with such law. 

4.2 The Accounting Standards by their very nature cannot and do not override the 
local regulations which govern the preparation and presentation of financial 
statements in our country. However, the Institute will determine the extent of 
disclosure to be made in financial statements and the related Auditor’s reports. Such 
disclosure may be by way of appropriate notes explaining the treatment of particular 
items. Such explanatory notes will be only in the nature of clarification and therefore, 
need not be treated as adverse comments on the related financial statements. 

4.3 The Accounting Standards are intended to apply only to items which are 
material. Any limitations with regard to the applicability of a specific Standard will be 
made clear by the Institute from time to time. The date from which a particular 
Standard will come into effect, as well as the class of enterprises to which it will apply, 
will also be specified by the Institute. However, no standard will have retroactive 
application, unless otherwise stated. 

4.4 The Institute will use its best endeavours to persuade the Government, 
appropriate authorities, industrial and business community to adopt these Standards 
in order to achieve uniformity in the presentation of financial statements. 

4.5 In carrying out the task of formulation of Accounting Standards, the intention is 
to concentrate on basic matters. The endeavour would be to confine Accounting 
Standards to essentials and not to make them so complex that they cannot be applied 
effectively and on a nation-wide basis. In the years to come, it is to be expected that 
Accounting Standards will undergo revision and a greater degree of sophistication 
may then be appropriate. 

5. Procedure for laeufaig Accounting Standards: 

Broadly, the following procedure will be adopted for formulating Accounting 
Standards: 

5.1 ASB shall determine the broad areas in which Accounting Standards nrad to be 
formulated and the priority in regard to the selection thereof. 

5.2 In the preparation of Accounting Standards. ASB will be assisted by Study 
Groups constituted to consider specific subjects. In the formation of Study Groups, 
provision will be made for wide participation by the members of the Institute and 
others. 
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5.3 ASB will also hold a dialogue with the representatives of the Government, Public 
Sector Undertakings, Industry and other Organisations for ascertaining their views. 

5.4 On the basis of the work of the Study Groups and the dialogue with the 
organisations referred to in S.3 above, an exposure draft of the proposed standard will 
be prepared and issued for comments by members of the Institute and the public at 
large. 

5.5 The draft of the proposed standard will include the following basic points: 

5.5.1 A Statement of concepts and fundamental accounting principles relating to the 
Standard. 

5.5.2 Definitions of the terms used in the Standard. 

5.5.3 The manner in which the accounting principles have been applied for 
formulating the Standard. 

5.5.4 The presentation and disclosure requirements in complying with the Standard. 

5.5.5 Class of enterprises to which the Standard will apply. 

5.5.6 Date from which the Standard will be effective. 

5.6 After taking into consideration the comments received, the draft of the 
proposed Standard will be finalised by ASBand submitted to the Council of the 
Institute. 

5.7 The Council of the Institute will consider the final draft of the proposed 
Standard, and if found necessary, modify the same in consultation with ASB. 
The Accounting Standard on the relevant subject will then be issued under the 
authority of the Council. 

6. Compliance with the Accounting Standards: 

6.1 While discharging their attest functions, it will be the duty of the members of the 
Institute to ensure that the Accounting Standardsare implemented in the presentation 
of financial statements covered by their audit reports. In the event of any deviation 
from the Standards, it will be also their duty to make adequate disclosures in their 
report so that the users of such statements may be aware of such deviations. 

6.2 In the initial years, the Standards will be recommendatory in character and the 
Institute will give wide publicity among the users and educate members about the 
utility of Accounting Standards and the need for compliance with the above disclosure 
requirements. Once an awareness about these requirements is ensured, steps will be 
taken, in course of time, to enforce compliance with the accounting standards in the 
manner outlined in para 6.1 above. 

6.3 TTte adoption of Accounting Standards in our country and disclosure of the 
extent to which they have not been observed will, over the years, have an important 
effect, with consequential improvement in the quality of presentation of financial 
statements. 


DISCLOSURE OF ACCOUNTING POLICIES (AS-1)* 

The following is the text of the Accounting Standard I (AS-1) issued by the 
Accounting Standards Board, the Institute of Chartered Accountants of India on 


^issued in November 1979. 
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“Disclosure of Accounting Policies”. The Standard deals with the disclosure of 
significant accounting policies followed in preparing and presenting financial 
statements. 

In the initial years, this accounting standard will be recommendatory in character. 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. This statement deals with the disclosure of significant accounting policies 
followed in preparing and presenting financial statements. 

2. The view presented in the financial statements of an enterprise of its state of 
affairs and of the profit or loss can be significantly affected by the accounting 
policies followed in the preparation and presentation of the financial statements. 
The accounting policies followed vary from enterprise to enterprise. Disclosure 
of significant accounting policies followed is necessary if the view presented is to 
be properly appreciated. 

3. The disclosure of some of the accounting policies followed in the preparation and 
presentation of the financial statements is required by law in some cases. 

4. The Institute of Chartered Accountants of India has, in Statements issued by it, 
recommended the disclosure of certain accounting policies, e.g., translation 
policies in respect of foreign currency items. 

5. In recent years, a few enterprises in India have adopted the practice of including in 
their annual reports to shareholders a separate statement of accounting policies 
followed in preparing and presenting the financial statements. 

6. In general, however, accounting policies are not at present regularly and fully 
disclosed in all financial statements. Many enterprises include in the Notes on the 
Accounts, descriptions of some o( the significant accounting policies. But the 
nature and degree of disclosure vary considerably between the coiporate and the 
non-corporate sectors and between units in the same sector. 

7. Even among the few enterprises that presently include in their annual reports a 
separate statement of accounting policies, considerable variation exists. The 
statement of accounting policies forms part of accounts in some cases while in 
others it is given as supplementary information. 

8. The purpose of this statement is to promote better understanding of financial 
statements by establishing through an accounting standard the disclosure of 
significant accounting policies and the manner in which accounting policies are 
disclosed in the financial statements. Such disclosure would also facilitate a more 
meaningful comparison between financial statements of different enterprises. 

EXPLANATION 

Fandamaital Accounting Aaaumptkms 

9. Certain fundamental accounting assumptions underlie the preparation and 
presentation of financial statements. They are usually not specifically stated 
because their acceptance and use are assumed. Disclosure is necessary if they are 
not followed. 
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10. The following have been generally accepted as fundamental accounting 
assumptions: 

a. Going Concern 

The enterprise is normally viewed as a going concern, that is, as continuing in 
operation for the foreseeable future. It is assumed that the enterprise has neither 
the intention nor the necessity of liquidation or of curtailing materially the scale of 
the operations. 

b. Consisiency 

It IS assumed that accounting policies are consistent from one period to another 

c. Accrual 

Revenues and costs are accrued, that is, recognised as they are earned orincurrcd 
(and not as money is received or paid) and recorded in the financial statements of 
the periods to which they relate. (The considerations affecting the process of 
matching cost.s with revenues under the accrual assumption are not dealt with in 
this statement.) 

Nature of Accounting Policies 

11. The accounting policies refer to the specific accounting principles and the 
methods ol applying those principles adopted by the enterprise in the preparation 
and piesenlation of financial statements. 

12. There is no single list of accounting policies which are applicable to all 
circumstances. The differing circumstances in which enterprises operate in a 
situation of diverse and complex economic activity make alternative accounting 
principles and methods of applying those principles acceptable. The choice of the 
appropriate accounting principles and the methods of applying those prinaples 
in the specific circumstances of each enterprise calls for considerable judgement 
by the management of the enterprise. 

13. The various statements of the Institute of Chartered Accountants of India 
combined with the efforts of government and other regulatory agencies and 
progressive managements have reduced in recent years the number of acceptable 
alternatives particularly in the case of corporate enterprises. While continuing 
efforts in this regard in future are likely to reduce the number still further, the 
availability of alternative accounting principles and methods of applying those 
principles is not likely to be eliminated altogether in view of the differing 
circumstances faced by the enterprises. 

Areas in which differing accounting policies are encountered 

14 The following are examples of the areas in which different accounting policies 
may be adopted by different enterprises: 

• Methods of depreciation, depletion and amortisation 

• Treatment of expenditure during construction 

• Conversion or translation of foreign currency items 

• Valuation of inventories 

• Treatment of goodwill 
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• Valuation of investments 

• Treatment of retirement benefits 

• Recognition of profit on long-term contracts 

• Valuation of fixed assets 

• Treatment of contingent liabilities. 

15. The above list of examples is not intended to be exhaustive. 

Consideratlom in the selection of Accounting Policies 

16. The primary consideration in the selection of Accounting Policies by an 
enterprise is that the financial statements prepared and presented on the basis of 
such accounting policies should represent a true and fair view of the state of 
affairs of the enterprise as at the Balance Sheet date and of the profit or loss for 
the period ended on that date. 

17. For this purpose, the major considerations governing the selection and 
application of accounting policies are: 

a. Jh-udence 

In view of the uncertainty attached to future events, profits are not anticipated 
but recognised only when realised though not necessarily in cash. Provision is 
made for all known liabilities and losses even though the amount cannot be 
determined with certainty and represents only a best estimate in the light of 
available information. 

b. Substance over form 

The accounting treatment and presentation in financial statements of 
transactions and events should be governed by their substance and not merely by 
the legal form. 

c. Materiality 

Financial statements should disclose all “material” items, i.e. items the 
knowledge of which might influence the decisions of the user of the financial 
statements. 

Disclosure of Accountini Policies 

18. To ensure proper understanding of financial statements, it is necessary that all 
significant accounting policies adopted in the preparation and presentation of 
financial statements should be disclosed. 

19. Such disclosure should form part of the financial statements. 

20. It would be helpful to the reader of financial statements if they are all disclosed as 
such in one place instead of being scattered over several statements, schedules 
and notes. 

21. Examples of matters in respect of which disclosure of accounting policies 
adopted will be required are contained in paragraph 14. The list of examples is 
not, however, intended to be exhaustive. 

22. Any change in an accounting policy which has a material effect should be 
disclosed. Hie amount by which any item in the financial statements is affected by 
such change should also be disclosed to the extent ascertainable. Where such 
amount is not ascertainable, wholly or in part, the fact should be indicated. If a 



APPENDICES 


82S 


change is made in the accounting policies which has no material effect on the 
financial statements for the current period but which is reasonably expected to 
have a material effect in later periods, the fact of such change should be 
appropriately disclosed in the period in which the change is adopted. 

23. Disclosure of accounting policies or of changes therein cannot remedy a wrong or 
inappropriate treatment of the item in the accounts. 

ACCOUNTING STANDARD 

Dbelosure of Accounting Policies 

(The Accounting Standard comprises paragraphs 24-27 of this statement. The 
standard should be read in the context of paragraphs 1—23 of this statements and 
of the Preface to the Statements of Accounting Standards.) 

24 . AH significant accounting policies adopted fai the preparation and presentation of 
financial statements should be disclosed. 

25. The disclosure of the significant accounting policies as such should form part of 
the financial statonents and the significant accounting policies should normally 
be disclosed in one place. 

26. Any change in the accounting policies which has a material effect in the current 
period or which is reasonably expected to have a material effect in later periods 
should be disclosed. In the case of a change in accounting policies which has a 
material effect in the current period, the amount by which any item in the 
financial statements is affected by such change should also be disclosed to the 
extent ascertainable. Where such amount is not ascertainable, whofly or in part, 
the fact should be faidicated. 

27. If the fundamental accounting assumptions, viz. Going Concern, Consistency 
and Accrual are followed in financial statements specific disclosure is not 
required. If a fundamental accounting assumption is not followed, the fact 
should be disclosed. 


VALUATION OF INVENTORIES (AS-2)* 

The following is the text of the Accounting Standard 2 (AS-2) issued by the Council 
of the Institute of Chartered Accountants of India on “Valuation of Inventories". The 
Standard deals with the principles of valuing inventories for financial statements. 

in the initial years, this accounting standard will be recommendatory m character. 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

During the period the standard is recommendatory, it is the intention that the 
method/s of inventory valuation may, as far as possible and practicable, be brought in 
line with the standard. 


*lssiied in June 1981. 



826 


PRACTICAL AUDITING 


Therefore, during the aforesaid period, an auditor in discharging his duties under 
the Manufacturing and Other Companies (Auditor’s Report) Order, i97S issued under 
Section 227 (4A) of the Companies Act 1956, would, while recognising the importance 
of the standard, be free to accept other methods of inventory valuation if they have 
been consistently followed and if he considers them as being fair and proper and in 
accordance with the normally accepted accounting principles. 

INTRODUCTION 

1. Inventories generally constitute the second largest item after fixed assets, in the 
financial statements, particularly of manufacturing organisations. The value attached 
to inventories can materially affect the opierating results and the financial position. 
However, different bases of valuing inventories are used by different busineses and even 
by different undertakings within the same trade or industry 

2. In formulating the statement, recognition has been given to current practices of 
inventory valuation and the statement seeks to narrow the differences therein and to 
ensure adequate disclosure in the financial statements. 

3. This statement does not deal with the method of ascertaining the quantities on 
hand and is confined to the principles to be considered in computing the value of 
inventories. 

4. The statement applies to financial statements prepared on historical cost basis. 
Different considerations would be involved for statements prepared on other bases. 
5„ This statement applies to valuation of all inventories except inventories of the 
following to which special considerations apply; 

(i) Plantations, forestry, agricultural commodities and livestock; 

(ii) Extractive industries such as mining, quarrying etc. 

(iii) Work-in-progress under long-term contracts, such as engineering, real estate 
development and construction projects; 

(iv) Shares, debentures and other securities held as stock-in-trade; 

(v) Immovable properties; 

(vi) Loose tools. 

DEFINITIONS 

6. 'fhe following terms arc used in the statement with the meanings specified: 

6.1 ‘Inventories' mean tangible property held— 

(i) for sale in the ordinary course of business, or 

(ii) in the process of production for such sale, or 

(iii) for consumption in the production of goods or services for sale, including 
maintenance supplies and consumables other than machinery spares. 

6.2 ‘Historical Cost'represents an appropriate combination of the— 

(a) cost of purchase; 

(b) cost of conversion, and 

(c) other costs incurred in the normal course of business in bringing the inventories 
up to their present location and condition. 

6.3 ‘Cost of Purchase' consists of the purchase price including duties and taxes, frei^t 
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inwards and other expenditure directly attributable to acquisition, less trade 
discounts, rebates, duty drawbacks and subsidies, tn the year in which they are 
accounted, whether immediate or deferred, in respect of such purchase. 

6.4 ‘Cost of Conversion’ consists of— 

(i) costs which are specifically attributable to units ol production t.e. direct labour, 
direct expenses and sub-contracted work; and 

(ii) production overheads, ascertained m accordance with either the direct costing 
or absorption costing method. 

Production overheads exclude expenses which relate to ^neral administration, 
finance, selling and distribution. 

6.5 ‘Direct Costing’ is the method whereby the cost of inventories is determined so as 
to include the appropriate share of variable costs only, all fixed costs being charged 
against revenue in the period in which they are incurred. 

6.6 ‘Absorption Costing’ is the method whereby the cost of inventories is determined 
so as to include the appropriate share of both variable and fixed costs, the latter being 
allocated on the basis of normal level of production. 

6.7 ‘Variable Costs’ are those costs of production which vary directly, or iKarly 
directly, with the volume of production. 

6.8 'Fixed Costs’ are those costs of production which by their very nature remain 
relatively unaffected in a defined period of time by variations in the volume of 
production. 

6.9 'Net Realisable Value’is the actual/estimated selling price in the ordinary course 
of business, less cost of completion and cost necessarily to be incurred in order to make 
the sale. 

EXPLANATION 

Historical Cost as the Basis of Inventory Valuation 

7. Inventories are held in the expectation of deriving revenue directly or indirectly 
from their sale or use. J n order to determine the results of a business for a given period. 
It IS necessary to carry forward the cost related to inventories until the inventories are 
sold or consumed. However, if there is no reasonable expectation that net realisable 
value would cover the cost incurred, (as a result, for example, of deterioration, 
obsolescence or a change in demand), it is necessary that cost which cannot be recovered 
should be charged against the revenue of the current period Therefore, inventonesare 
normally stated at the lower of historical cost and net realisable value. 

Determination of Historical Cost 

8. Cost Formula used 

Several different formulae with widely different effects are in current use for the 
purpose of assigning costs, including the following; 

(a) First in first out (FIFO) 

(b) Avera^ cost 

(c) Last in first out (LIFO) 

(d) Base stock 

(e) ^ecific identification 

(f) Standard cost 
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(g) Adjusted selling price (also called retail inventory method) 

(h) Latest purchase price. 

9. FIFO, average cost. LIFO, base stock and specific identification formulae use 
costs that have been incurred by the enterprise at one time or another. Latest purchase 
price formula uses costs that may not have been incurred for the specific item in 
inventory and is therefore not based on historical cost. 

10. The base stock formula proceeds on the assumption that a minimum quantity of 
inventory (base stock) must be held at all times in order to carry on business, 
inventories up to this quantity are stated at the cost at which the base stock was 
acquired. Inventories in excess of the base stock are dealt with on some other basis e.g. 
any one of the above mentioned formulae. The base stock formula requires a clear 
existence of the circumstance that a minimum level of inventory must be held at all 
times and therefore has a limited application. Most enterprises customarily maintain 
certain minimum stock level at all times but that is not by itself a justification for use of 
base stock method because there must exist clear circumstances to permit use of base 
stock method. 

11. I he specific identification formula attributes specific costs to identified goods 
that have been bought oi manufactured and are segregated for a specific purpose. 

12. Adjusted selling price (also called retail inventory formula) is used widely in retail 
business or in businesses where the inventory comprises items the individual costs of 
which are not readily ascertainable. The historical cost of inventory is estimated by 
calculating it in the first instance at selling price and then deducting an amount equal to 
tbe estimated gross margin of profit on such stocks. The calculation of the estimated 
gross margin of profit may be made for individual items or groups of items or by 
departments, as may be appropriate to the circumstances. This formula is also used by 
some manufacturing organi.sations for valuing the inventory of finished products held 
against forward sale contracts. 

13. Standard cost formula is often used to arrive at historical cost for the purpose of 
inventory valuation. The use of standard cost for determining the cost of inventories 
requires that standards are realistic, are reviewed regularly and, where necessary, 
revised in the light of current conditions and that there exists a proper system of pro 
rating significant variances between ilie cost of sales and the inventories. 

Cost of Conversion. 

14. Cost of conversion includes direct labour, direct expenses and production 
overheads and can be segregated into fixed costs and variable costs. The two main 
methods of dealing with fixed costs are direct costing and absorption costing. There is 
substantial support for use of either of these methods of inventory valuation. 

15. In applying the absorption costing method, regard should be had to the normal 
level of production. The normal level of production depends on the facts of each case 
having regard to such factors as available capacity of the plant, production achieved in 
the earlier years and in the current year. 

14. Costs other than production overheads are sometimes incurred in bringing 
inventories to their present location and condition, for example, expenditure incurred 
in designing products for specific customers. On the other hand, sellingand distribution 
expenses, general administration overheads, research and development costs and 
interest are usually considered not to relate to putting the inventories in their present 
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location and condition. They are, therefore, excluded from determining the valuation of 
inventories. 

Va/uation of Inventories Below Historical Cost. 

17. The historical cost of inventories may at times not be realised e.g., if their selling 
prices have significantly declined, or if they become wholly or partially obsolete, or if 
the quantity of inventories is so large that it is unlikely to be sold/utilised within the 
normal turnover period and there exists a genuine risk of physical deterioration, 
obsolescence or loss on disposal. In such circumstances, it becomes necessary to write 
down the inventory to ‘net realisable value’, in accordance with the principle of 
conservatism which requires that current assets should not be carried in the financial 
statements in excess of amounts expected to be realised in the ordinary course of 
business. 

18. Comparison of the historical cost and the net realisable value can be nude 
separately in respect of each item of inventory, or for groups of similar (or 
interchangeable) items. However, to compare the aggregate of the net realisable value 
of all dissimilar and non-interchangeable items in a class of business, or all the 
inventories of an enterprise on an overall basis, with the aggregate of the cost of all 
those items is not prudent because it amounts to setting off loss against unrealised 
profit. 

19. Normal quantity of materials and other supplies held for u.se in production are 
not written down below historical cost if the finished goods are expected to be sold at 
or above historical cost. 

20. Inventory of maintenance supplies and consumable stores is ordinarily valued at 
cost. In appropriate circumstances, this is valued at below cost. 

21. inventory of by-products is valued at lower of cost and net realisable value. 
Where cost of the by-product cannot be separately determined, it is valued at net 
realisable value. Inventory of non-reusable waste is also valued at net realisable value. 
Inventory of reusable waste is valued on the following basis: 

(i) Where facilities (either in house or external) exist for reprocessing of such 
wastes, and such facilities are being used for reprocessing. The stock of waste is 
valued at the raw material cost less reprocessing cost. 

(ii) Where reprocessing facilities are not available the inventory is valued at ‘net 
realisable value*. 

22. In computing the cost of purchase of raw materials consumed and the cost of 
conversion, the value of by-products and/or waste is deducted. 

23. Inventories are normally classified in the financial statements as under: 

(i) Raw materials and components 

(ii) Work 4n-process 

(iii) Finished goods 

(iv) Stores and spares. 

ACCOUNTING STANDARD 

(The Accounting Standard comprises paragraphs 24-31 of this statement. The 
standard should be read in the context ofparap’ophs 1-23 of this statement and of the 
Preface to the Statements of Accounting Standards). 
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24. Subject to the exceptions stated in para 29.1 to 29.4 inventories should be valued 
at lower of historkal cost and net realisable value. 

25. For the purpose of comparing historical cost with net reaisable value, each item 
in the inventory may be dealt with separately, or similar items may be dealt with as a 
group. 

26.1 The historical cost of inventories should normally be determined by using 
‘FIFO*, ‘average cost’ or ‘LIFO’ formulae. 

26.2 Hie ‘qicdflc identification’ method may be used for inventories of Items that are 
not orifinarly interchangeable, or for goods manufactured and earmarked for a 
specific purpose. 

26 J The ‘adjusted selling price' may be used in retail businesses or in businesses where 
the inventory comprises items the individual costs of which are not readily 
ascertainable. 

26.4 The ‘standard cost’ method of valuing inventories may be used if the results 
approxfanate consistently the results that would be obtained in accordance with 
paragraph 26.1. 

26.5 The ‘base stock’ method may be used in exceptional circumstances only. 

27. The Mstorkal cost of manufactured inventories may be arrived at on the basis of 
either direct costing or absorption costing. Where absorption costing has been used, 
the allocation of fixed costs to inventories should be based on the normal level of 
production. 

28. Overheads other than production overheads should be included as part of the 
inventory cost only to the extent that they clearly relate to putting the inventories in 
their present location and condition. 

29.1. Inventory of consumable stores and maintnuuice supplies should ordinarfly be 
valued at cost. In appropriate circumstances, however, this may be valued at below 
cost. 

29.2 Inventory of by-products should be valued at lower of cost and yet realisable 
value. Where cost of the by-product cannot be separately determined, it should be 
valued at net icalbable value. 

29.3 InventOTy of reusable waste should be valued at raw material cost less 
reprocessing cost where facilities for reprocessing exist. 

29.4 Inventory of non-reusable waste or inventory of reusable waste for wMch 
facilities for reprocessing do not exist should be valued at net realisable value. 

30. The accounting policy adopted for valuation of inventories, inchiifing the cost 
formulae used should be disclosed in the finandai statements. Where the base stock 
method is used, the difference between the value at which it is carried and the value by 
applying the metiiod at which stock in excess of the base stock b valued should be 
disclosed. 

31. Conristency is generally accepted as a fundamental accounting assumption. 
Therefore, any dauige in the accounthig policy relating to inventories (inchiding the 
hash of comparison oi hlstoilcal cost with net realisable value and the cost formulw 
used) whidi has a material effect in the current period or which is reasonably expected 
to havea amterial effect in later periods should be disclosed. In the case of achangein 
accouirii^ policy which has a material effect in the dirrent pnrlod, the amoint by 
which any item in ffie financial statemcnls Is affected by such change rimidd also be 
d h d os ed to ffm extent ascertainable. Where such amount is not aiccrtahiable,wholy 
or hi part, the fact should be iiuUcated. 



CHANGES IN FINANCIAL POSITION (AS-3f 


The following is the text of the Accounting Standard 3 (AS-3) issued by the Councd 
of the Institute of Chartered Accountants of India on “Changes in Financial 
Position”'. The Standard deals with the financial statement which summarises fora 
given period the sources and applications of funds of an enterprise. 

In the initial years, this accounting standard will be recommendatoiy in characici 
During this period, this standard is recommended loi use by companies listed on a 
recognised stock exchange and other large commercial, industiial and business 
enterpnses in the public and private sectors. 

INTRODUCTION 

1. The profit and loss account and the balance sheet of an enterprise show, interalia, 
its operating results during the year and the disposition ot its resources at the beginning 
and at the end of that year. However, for a better understanding of the affairs of the 
enterprise, it is essential to identify the movements of funds during the year and their 
consequent effect on its financial position I he inlormation is made available in the 
statement of changes in financial position. 

2. In many countries it is quite common to provide a statement of changes in 
financial position as a part of audited accounts. In India, under the existing legal 
lequirements, companies are under no obligation to publish a statement of changes in 
financial position alongwith their financial statements However, there is a growing 
practice to publish such a statement alongwith financial statements especially in the 
case of companies listed on the stock exchanges and other large commercial, industrial 
and business enterprises in the public and prisatc sectors. The ob|cctivc ol this standard 
is to encourage and strengthen this practice. The standard also lays down the basis 
criteria to be adopted in preparing such a statement. 

3. While recognising that financial data on the sources and applications of funds can 
also be presented in the form of a diagram or a graph, this standard deals explicitly 
only with statement form of presentation of such data. The .standard also docs not 
cover the statements of changes in financial position prepared under statutory 
regulations or for special purposes. 

DEFINITIONS 

4. A “statement of changes in financial position" summarises, for the period covered 
by it, the changes in the financial position including the sources from which funds were 
obtained by the enterprise and the specific u.ses to which such funds were applied. 

5. The term “funds” has different meanings attached to it. For the purpose of the 


^Issued in June, 19S1. 

'The title “Changes in Financial Position” is used throughout this standard, this 
financial statement is also known as “Statement of Source and Application of 
Funds” or "Funds Flow Statement”. 
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statement, the term generally refers to cash, to cash and cash equivalents or to working 
capital. 

EXPLANATION 

6 . The statement of changes in financial position provides a meaningful link between 
the balance sheets at the beginning and at the end of a period and the profit and loss 
account for that period. Although the information that it contains is a selection, 
reclassification and summarisation of the data contained in the profit and loss account 
and the balance sheets, it is in no way a replacement of either of these statements. To 
provide a comparative view of the movements of funds, the statement of changes in 
financial position is prepared for the period covered by the profit and loss account as 
well as for the corresponding previous period. 

7. The information in the statement of changes in financial position is generally 
identifiable with items in the balance sheet, profit and loss account and the related notes 
on accounts. However, the statement of changes in financial position also presents 
information which may not be leadily available in a usable form in the other two 
statements. Sufficient information is generally given to enable reconciliation of the 
material amounts m the statement of changes in financial position with the related 
amounts in the other statements. 

8. Funds provided from the regular operations of an enterprise or applied to such 
operations are usually shown separately in the statement of changes in financial 
position. This may be done by adjusting the net profit (or loss) as per the profit and loss 
account for those items in the profit and loss account which do not cause a flow of 
funds (e.g. depreciation). An alternative method is to begin with revenues that 
provided funds during the period and deduct the costs and expenses that involved a 
movement of funds. The resulting amount is described as funds from operations. 

9. Unusual movements of funds, if material, are separatelydisclosed in the statement 
of changes in financial position Just as unusual items are shown separately in the profit 
and loss account. 

10. Other sources and applications of funds which are usually listed separately in the 
statement of changes in financial position include (but are not limited to): 

• Proceeds from issue of shares for cash or for other consideration. 

• Redemption of preference share capital. 

• Borrowings by way of term loans. 

• Repayment of term loans. 

• Increase/ decrease in bank borrowings for working capital (other than term loans). 

• Increase/decrease in public deposits. 

• Capital expenditure. 

• Sale of fixed assets. 

• F\irchase/sale of investments. 

• Dividends paid. 

The above is only an illustrative list. 

11. Individually important figures relating to the movements of funds are not 
ordinarily set-off or merged. However, where the amounts involved are not material, 
set-off or merger is resorted to e.g. capital expenditu: e may be shown net of fixed assets 
of small value disposed of during the period. 
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12. Where a transaction involves the exchange of one source of funds for another, 
both aspects of the transaction are shown separately. For example, in the case of the 
conversion of term loans into equity, the issue of fuithci equity and the 
cancellation/ reduction of debt are shown separately. 

13. Where a transaction involves both a financing and an investing aspect, e g. issue o< 
shares against acquisition of fixed assets, the two aspects of the transaction are usually 
separately disclosed. 

14. Several forms of presentation are used for the statement of changes in financial 
position. For example, the statement may show the sources of funds as equal to the 
uses of funds. Another form of presentation is to show the difference between the 
sources and uses of funds which represents the net increase or decrease either in cash 
and cash equivalents or in working capital, llie choice of the form of presentation 
depends on the circumstances of the enterprise, concerned. The Appendix to this 
standard contains a few illustrations of the alternative methods of presentation of the 
statement of changes in financial position. 

15. Where the net increase or decrease in working capital is presented as a single 
amount in the statement, a separate disclosure of the changes in the major components 
of working capital usually becomes necessary to present full information. 

ACCOUNTING STANDARD 

(The Accounting Standard comprises, paragraphs 16-19 oj this statement. The 
Standard should be read in the context ofparagraphs 1-15 of this statement and of the 
Preface to the Statements of Accounting Standards). 

16. A statement of chan^ in financial position should be pidilishcd alongwith the 
annual accounts. 

17. Such a statement should be prepared and presented for the period covered by the 
profit and loss account and for the corresponding previous period. 

18. Funds provided from or used in the operations of an enterprise should be shown 
separately in the statement of changes in financial position. 

19. Each enterprise should adopt the form of presentation for the statement of 
changes in financial position which b most informative in the circumstances. 


APPENDIX 

This appendix does not form part of the accounting standard. The methods of 
presentation used are illustrative only and in no way prescriptive. Other methods of 
presentation may equally comply with the accounting standard. The format used 
should be selected with a view to demonstrating clearly the manner in which its 
financial resources have been obtained and utilised. 
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ILLUSTRATION 1 


A Co. Ltd. 


Staiemeni of Changes in Financial Position for the year 
ended December 31, 1979 



(Rs. in Lakhs) 



SOURCES OF FUNDS 

1979 

1978 


Funds generated from Operations 


- ■ ■ 


Profit after tax 

375 

341 


Depreciation 

200 

105 


Other write-offs 

25 

20 



600 


466 

Issue of shares 

400 


— 

Long term loans raised 

66 


— 

Sale of investment 

— 


5 

Capital grant received from 




governmcni 

120 


— 

Increase in bank loans 

80 


100 


1266 


571 

APPLICATIONS OF FUNDS 




.Additions to fixed assets 

890 


204 

Investment in a subsidiary 




cpmpany 

42 


— 

Redemption of debentures 

150 


— 

Refund of public deposits 

— 


100 

Dividends 

90 


161 

Increase in working capital 

94 


106 


1266 


571 


(Rs. in Lakhs) 



1979 


1978 

STATEMENT OF CHANGE 




IN WORKING CAPITAL 




1 ncrease/(Increase) 




Cash and bank balances 

254 


38 

Inventories 

56 


236 

Sundry Debtors 

(67) 


292 

Short term advances 

163 


~ 


406 566 
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Creditors and other liabilities 363 441 

Provision for taxation (SI) 19 


Increase/(Decrease) in working capital 


312 

94 

460 

106 



406 

566 

ILLUSTRATION 2 

Statement of Changes in Financial Position for the Year 


ended December 31, 1979 

SOURCES OF FUNDS 

(Rs. in Lakhs) 

1979 

1978 

1. Funds from operations 




(before tax) 

Gross revenue 

146.0 

139 00 


Less Raw materials consumed 

(39.00) 

(40.00) 


Employee remuneration 

(24.00) 

(23 00) 


Operating and other expenditure 

(excluding non-cash charges) 

(64.00) 

(64.00) 


interest paid 

(3.00) 

(4.00) 




16.00 

8.00 

2 . issue of shares on conversion 

of loans 


2.50 

-- 

3. Borrowings during the year 


0.75 

1 60 

4. Loss of profit claim 


0.50 

- 



19.75 

9.60 



(Rs. in Lakhs) 



1979 

1978 

APPLICATIONS OF FUNDS 

1. Capital expenditure during the year 

5.00 

4.60 

2. Repayment of loans 

3. Reduction of loans on conversion 

13.00 

5.60 

‘.0 equity 

2.50 

— 

4. Tax paid 

5.50 

0.65 

5. Dividends paid 

4.75 

3.40 


30.75 

14.25 


Increase/(Decrease) in working capital 


( 11 . 00 ) 


(4.65) 
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STATEMENT OF CHANGES IN 
WORKING CAPITAL 




(Rs. in Lakhs) 



1979 

1978 

Increase 

Decrease 

CURRENT ASSETS 

Cash & Bank Balances 

3.75 

0.75 

3.00 


Inventories & Work-in-Progress 
Accounts Receivable &. Accrued 

29.40 

33.40 

— 

4.00 

Interest 

Amount due from Associated 

24.30 

23.80 

0.50 

— 

Company 

1.40 

0.40 

1.00 

— 


58.85 

58.35 



CURRENT LIABILITIES 

Creditors 

43.10 

34.90 


8.20 

Expenses Payable 

5.70 

2.40 

— 

3.30 


48.80 

37.30 



Working Capital 

Decrease in working capital 

10.05 

21.05 

— 

— 

(balancing figure) 

11.00 

— 

11.00 

— 


21.05 

21.05 

15.50 

15.50 


ILLUSTRATION 3 


Statement of Changes in Financial Position for the Year 
ended December 31. 1979 


(Rs. in Lakhs) 
1979 1978 


SOURCES OF FUNDS 


Long term loans raised 

50 

690 

Bank borrowings 

160 

90 

Public deposits raised 

36 

45 

Reduction in stocks 

15 

5 

Reduction in debtors 

21 

10 

Increase in current liabilities 

45 

— 


327 

840 
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applications of funds 

Funds applied to operations 


Net loss during the year 

350 

480 

Depreciation 

(300) 

(300) 

Other write-offs 

(12) 

(20) 


38 

160 

Purchase of fixed assets 

60 

— 

Debentures redeemed 

250 

700 


348 

860 


Decrease in cash & cash equivalents 
(cash, bank balance & marketable 

securities) 21 20 


CONTINGENCIES AND EVENTS OCCURRING 
AFTER THE BALANCE SHEET DATE (AS-4)* 


The following is the text of the Accounting Standard 4 (AS-4) issued by the Council 
of the Institute of Chartered Accountants of India on ‘‘Contingencies and Events 
Occurring after the Balance Sheet Date". The Standard deals with the treatment in 
financial statements of contingencies and events occurring after the balance sheet date. 

In the initial years, this accounting standard will be recommendatory in character. 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. This Statement deals with the treatment in fi’vancial statements of; 

(a) Contingencies, and 

(b) Events occurring after the balance sheet date. 

2. The following subjects, which may result in contingencies, are excluded from the 
scope of this Statement in view of special considerations applicable to them; 

(a) liabilities of life assurance and general insurance arising from policies 
issued. 

(b) obligations under retirement benefits plans. 

(c) commitments arising from long-term lease contracts. 

(d) warranties for products sold or services rendered. 


^Issued in November, 1982. 
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DEHNITIONS 

3. The following terms are used in this Statement with the meanings specified. 

3.1 A contingency is a condition or situation, the ultimate outcome of which, gain or 
loss, will be known or determined only on the occurrence, or non-occurrence, of one or 
more uncertain future events. 

3.2 Events occurring after the balance sheet date are those significant events, both 
favourable and unfavourable, that occur between the balance sheet date and the date on 
which the financial statements are approved by the Board of Directors in the case of a 
company, and in the case of any other entity by the corresponding approving 
authority. 

Two types of events can be identified: 

(a) those that provide further evidence of conditions that existed at the balance 
sheet date, and 

(b) those that are indicative of conditions that arose subsequent to the balance 
sheet date. 

EXPLANATION 

4. Contingencies 

4.1 The term ‘'contingencies” used in this Statement is restricted to conditions or 
utuations at the balance sheet date, the financial effect of which is to be determined by 
future events which may or may not occur. 

4.2 Estimates are required for determining the amounts to be stated in the financial 
statements for many on-going and recurring activities of an enterprise. One must, 
however, distinguish between an event which is certain and one which is uncertain. The 
fact, that an estimate is involved, does not of itself create the type of uncertainty which 
characterises a contingency. For example, the fact that estimates of useful life are used 
to determine depreciation, docs not make depreciation a contingency; the eventual 
expiry of the useful life of the asset is not uncertain. Also, amounts owed for services 
received are not contingencies as defined in paragraph 3.1, even though the amounts 
may have been estimated, as there is nothing uncertain about the fact that these 
obligations have been incurred. 

4.3 The uncertainty relating to future events can be expressed by a range of 
outcomes. This range may be presented as quantified probabilities, but in most 
circumstances this suggests a level of precision that is not supported by the available 
information. The possible outcomes can, therefore, be presented by general 
description except where reasonable quantification is practicable. 

4.4 The estimates of the outcome and the flnandal effect of contingencies are 
determined by the judgement of the management of the enterprise. This judgement is 
based on consideration of information available up to the date on which the financial 
statements are approved. 

5. Accountfaig Treatmcnl aX Coatfaigcnt Lohcs 

5.1 The accounting treatment of a contingent loss is determined by the expected 
ouicoroe of the contingenQ^. If it is likdy that a contii^ncy will result in a loss to the 
enterprise, then it is prudent to provide for that loss in the financial statements. 
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5.2 The estimation of the amount of a contingent loss to be provided for in the 
financial statements may be based on information referred to in paragraph 4.4. 

5.3 If there is conflicting or insufficient evidence on which to estimate the amount of 
a contingent loss, then disclosure is made of the existence and nature of the 
contingency. 

5.4 A potential loss to an enterprise may be reduced or avoided because a contingent 
liability is matched by a related counter-claim or claim against a third party. In such 
cases, the amount of such provision may be determined after taking into account the 
probable recovery under the claim. Where a system of accounting for deferred taxation 
is not followed, the potential loss may be provided net oftaxes with suitable disclosure 

5.5 The existence and amount of guarantees, obligations arising from discounted 
bills of exchange and similar obligations undertaken by an enterprise are generally 
disclosed in financial statements by way of note, even though it is remote that a loss to 
the enterprise will occur. 

5.6 Provisions for contingencies are not justified in respect of unspecified business 
risks since they do not relate to conditions or situations existing at the balance sheet 
date. 

6. Accounting Treatment of Contingent Gains 

Gintingent gains and benefits from contracts to the extent not executed are not 
accounted for in financial statements since this may result in the recognition of revenue 
which may never be realised. However, when the realisation of a gain is virtually 
certain, then such gain is not a contingency and accounting for of the gam is 
appropriate. 

7. Determination of the Amounts at which Contingencies are included in Financial 
Satements. 

7.1 The amount at which a contingency is stated in the financial statements is based 
on the information which is available at the date on which the financial statements are 
approved. Events occurring after the balance sheet date that indicate that an asset may 
have been impaired, or that a liability may have existed, at the balance sheet date are. 
therefore, taken into account in identifying contingencies and in determining the 
amounts at which such contingencies are included in financial statements. 

7.2 In some cases, each contingency can be separately identified, and the special 
circumstances of each situation considered in the determination of the amount of the 
contingency. A substantial legal claim against the enterprise may represent such a 
contingency. Among the factors taken into account by management in evaluating such 
a contingency arc the progress of the claim at the date on which the financial 
statements are approved, the opinions, wherever necessary of legal experts or other 
advisers, the experience of the situations. 

7.3 If the uncertainties which created a contingency in respect of an individual 
transaction are common to a large number of similar transactions, then the amount of 
the contingency need not be individuallydetermined, but may be based on the group of 
similar transactions. An example of such a contingency may be the estimated 
uncollectable portion of accounts receivable. 

8. EyoiIs Occtvrlng Aftw the Balance Sheet Date 

1.1 Events which occur between the balance sheet date and the tfaite on which the 
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financial statements are approN cd, may indicate the need for adjustments to assets and 
liabilities as at the balance sheet date or may require disclosure. 

8.2 Adjustments to assets and liabilities are required for significant events occurring 
after the balance sheet date that provide additional information materially affecting 
the determination of the amounts relating to conditions existing at the balance sheet 
date. For example an adjustment may be made for a loss on a trade receivable account 
which is confirmed by the insolvency of a customer which occurs after the balance 
sheet date. 

8.3 Adjustments to assets and liabilities are not appropriate for events occurring 
after the balance sheet date, if such events do not relate to conditions existing at the 
balance sheet date. An example is the decline in market value of investments between 
the balance sheet date and the date on which the financial statements are approved. 
Ordinary fluctuations in market values do not normally relate to the condition of the 
investments at the balance sheet date, but reflect arcumstances which have occurred in the 
following period. However, dusclosure is generally made of events in subsequent 
periods that represent unusual changes affecting the existence or substratum of the 
enterprise at the balance sheet date; for example, the destruction of a major production 
plant by a fire after the balance sheet date. 

8.4 Events occurring after the balance sheet date which do not affect the figures 
stated in the financial statements or which do not affect the existence or substratum of 
the enterprise would not normally require disclosure in the financial statements 
although they may be of such significance that they may require a disclosure m the 
report of the approving authority. 

8.5 There are events which although they lake place alter the balance sheet date, are 
sometimes reflected in the financial statements because of statutory requirements or 
because of their special nature. Such items include theainount of dividend proposed or 
declared after the balance sheet date in respect of the period covered by the financial 
statements. 

8.6 The fundamental accounting assumptions on the basis of which the financial 
statements have been prepared and presented are reviewed in the context of events 
occurring after the balance sheet date. 

9. DISCLOSURE 

9.1 The disclosure requirements herein referred to apply only in respect of 
significant contingencies or events which affect the flnancial position to a material 
extent. 

9.2 If a contingent loss is not provided for, its nature and an estimate of its financial 
effect are generally disclosed by way of note unless the possibility of a loss is remote 
(other than the circumstances mentioned in paragraph 5.5). However, if reliable 
estimate of the financial effect cannot be made, this fact is disclosed. The existence and 
nature of contingent gains are usually disclosed by way of note in financial statements 
if it is reasonably certain that the gain will be realised by the enterprise. It is important 
that the disclosure avoids giving misleading implications as to the likelihood of 
realisation. 

9.3. When the effects of events occurring after the balance sheet date are disclosed 
either in the notes to the financial statements, or in the report of the approving 
authority, as the case may be, to enable users to make proper evaluations and 
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decisions, the information given should include an estimate oftheir financial effects or 
a statement that such an estimate cannot be made. 

ACCOUNTING STANDARD 

Contingencies and Events Occurring After The Balance Sheet Date 

(The Accounting Standard comprises paragraphs 10-17 of this Statement. The 
Standard should be read in the context of paragraph 1-9 of this Statement and of the 
Preface to the Statements of Accounting Standards.) 

Contingencies 

10. The amount of a contingent loss should be provided for by a charge in the 
statement of profit and loss if. 

(a) it is probable that at the date of the financial statements events subsequent thereto 
will confirm that (after taking into account any related probable recovery) an asset has 
been impaired or a liability has been incurred as at that date, and 

(b) a reasonable estimate of the amount of the resulting loss can be made. 

11. The existence of a contingent loss should be disclosed in the financial statements 
if either of the conditions in paragraph 10 is not met, unless the possibility of a loss is 
remote. 

12. Contingent gains and benefits firom contract to the extent not executed should 
not be accounted for in financial statements. 

Events Occurring After the Balance Sheet Date 

13. Assets and Habilities should be adjusted for events occurring after the balance 
sheet that provide additional evidence to assist the estimation of amounts relating to 
conditions existing at the balance sheet date. 

14. Dividends stated to be hi respect of the period covered by the financial statements 
and which arc proposed or declared after the balance sheet date but before approval of 
the financial statements should be adjusted. 

15. Assets and liabilities should not be adjusted for but disclosure should be made in 
the report of the approving authority of events occurring after the balance sheet date 
the represent material changes and commitments affecting the financial position of the 
enterprise. 

Dheiosure 

16. If disclosure of contingencies is required by paragraph 11 or 12 of this Statement, 
the following information should be provided: 

(a) the nature of the contingency; 

(b) the uncertainties which may affect the future outcome; 

<c) an estimate of the financial effect, or a statement that such an estimate 
cannot be made. 

17. If dJadostoe of events occurring after the balance sheet date is required by 
paragraph 15 <rf this Statement, the ftdlowing information should be provided: 

(a) the nature of the event; 

0>) an estimate of the effect, or a statement that such an estimate 

cannot be made. 



PRIOR PERIOD AND EXTRAORDINARY ITEMS AND 
CHANGES IN ACCOUNTING POLICIES (AS-5)* 


The following is the text of the Accounting Standard 5 (AS-S) issued by the Council 
of the Institute of Chartered Accountants ol India on “Prior Period and Extraordinary 
Items and Changes in Accounting Policies”. The Standard deals with the treatment in 
the financial statements of pnor period and extraordinary items and changes in 
accounting policies. 

In the initial years, this accounting standard will be recommendatory in character. 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. The statement of profit and loss for a period is prepared on the basis of certain 
fundamental accounting assumptions and reflects the accrual of revenues and related 
costs for that period. In this context, prior period or extraordinary items or those items 
vtbich arise due to changes in accounting policies and are generally non-recurring in 
nature, require special consideration. This Statement deals with their treatment in the 
financial statements. 

2. This Statement does not deal with the tax implications of prior period items, 
extraordinary items and changes in accounting policies and estimates for which 
appropriate adjustments will have to be made depending on the circumstances. It also 
does not deal with adjustments arising out of revaluation of assets. 

DEFINITIONS 

3. The following terms are used in iht statement with the meanings specified: 

3.1 “Prior period items” are material charges or credits which arise in the current 
period as a result of errors or omissions in the preparation of the financial statements 
of one or more prior periods. 

3.2 “Extraordinary items” are gains or ios.ses which arise from events or transactions 
that are distinct from the ordinary activities of the business and which are both 
material** and expected not to recur frequently or regularly. These would also include 
material adjustments necessitated by circumstances, which though related to previous 
periods are determined in the current period. 

EXPLANATION 

4. There are two approaches to the treatment of non-recurring items. One is to 
include them in the reported net profit or loss with a separate disclosure of the 

* Issued in November, 1982. 

** Material items have been defined in the Accounting Standard on “Disclosure of 
Accounting Policies” (AS -1) as items the knowledge of which might influence the 
dedsions of the users of the ftnancial statements. 
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individual amounts. The other is to show such items in the statement of profit and loss 
after the determination of current net profit or loss. In either case, the objective is to 
indicate the effect of such items on the current profit or loss. However, the 
extraordinary items are shown as a part of the current net income. 

5. Prior Period Items 

5.1 Prior period items are generally infrequent in nature. They should not be 
confused with accounting estimates which are, by their nature, approximations that 
may need correction as additional information becomes known in subsequent periods. 
The charge or credit arising on the outcopie of a contingency, which at the time of 
occurrence could not be estimated accurately, does not constitute the correction of an 
error but a change in estimate. Such an item is not treated as a prior period item. 

5.2 Prior period items are included in the statement of profit and loss for the current 
period but a separate disclosure of all such items is made so that their impact on the 
current profit or loss can be perceived. Such disclosure complies with the requirements 
of statutes, wherever applicable. 

6. Extraordinary Items 

6.1 Extraordinary items are sometimes termed “unusual items”. Some examples of 
such items could be the sale of a significant part of the business, the sale of an 
investment not acquired with the intention of resale or a liability arising on account of 
legislative changes or judicial pronouncements etc. The nature and amount of each 
extraordinary item are separately disclosed so that users of financial statements can 
evaluate the relative significance of such items and their effect on the operating results. 

6.2 Income or expenses arising from the ordinary activities of the enterprise though 
abnormal in amount or infrequent in occurrence do not qualify as extraordinary. An 
example of such an item would be the write-off of a very large receivable from a regular 
trade customer. 

7. Changes in Accounthig Policies 

7.1 A fundamental accounting assumption is that accounting policies are consistently 
applied. A change in an accounting policy is therefore made only in exceptional 
circumstances i.e. if the adoption of a new accounting policy is required by statute or 
for compliance with an accounting standard or if it is considered that the change would 
result in a more appropriate presentation of the financial statements of an enterprise. 

7.2 Any change in an accounting policy which has a material effect is disclosed. The 
impact of, and the adjustments resulting from, such change, if material, are shown in 
the financial statements of the period in which the change is made to reflect the effect of 
such change. Where the effect oS such change is not ascertainable, wholly or in part, the 
fact is indicated. If a change is made in the accounting policies which has no material 
effect on the financial statements for the current period but which is reasonably 
expected to have a material effect in later periods, the fact of such change is 
appropriately disclosed in the period in which the change is adopted. 

8. Cbange In Accountiiig Estlnuites 

8.1 The preparation of financial statements involves making estimates which are 
based on the circumstances existing at the time when the financial statements are 
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prepared. For example, estimates are required of uncollectable receivables, inventory 
obsolescence, and the useful lives of depreciable assets. It may be necessary to revise an 
estinuite in a subsequent period if there is a change in the circumstances on which the 
estimate was based. Revision of an estimate does not bring the resulting amount within 
the definition either of a prior period item or of an extraordinary item. Revision of an 
estimate that relates to an item that was treated as an extraordinary item is itself treated 
as extraordinary. A change in an accounting estimate sometimes has so material an 
effect on the income trend of the enterprise that there is a need to disclose the effects of 
the change. 

8.2 It is sometimes difficult to distinguish between change in an accounting policy 
and a change in an accounting estimate. For example, an enterprise may change from 
deferring and amortising a cost to reporting it as an expense when incurred because the 
estimated future benefits have become uncertain. In those cases where it is difficult to 
draw a clear distinction, it i.s usual for such changes to be treated as changes in 
accounting estimates, with appropriate disclosure. 

ACCOUNTING STANDARD 

(The Accounting Standard comprises paragraphs 9-13 of this Statement. The 
standard should he read in the context of paragraphs 1-8 of this Statement and of the 
Pfeface to the Statements of Accounting Standards). 

9. Prior period items should be separately disclosed in the current statement of profit 
and loss together with their nature and amount in a nuinner that their impact on 
current profit or loss can be perceived. 

10. Extraordinary items of the entertwise during the pn'iod should be disclosed in the 
statement of profit and loss as part of net income. The nature and amount of each such 
Hem should be separately disclosed in a manner that their relative significance and effect 
on the current operating results of the period can be perceived. 

11. A change in an accounting policy should be made only if the adoption of a 
dHTerent accounting policy is required by statute w for compliance with an accounting 
standard or if it h considered that the change would result in a more appropriate 
preparation or presmtation of the financial statements of an enterprise. 

11 Any change in an accounting policy which has a material effect should be 
disclosed. The impact of, and the adjustments resulting from, such change, if material, 
ataouM be shown in the financial statements ofthe period in which such change is made 
to reflect the effect of such eban^. Where the effect of such change Is not ascertainable, 
wholly OT in part, the fact should be indicated. If a change is made in the accounting 
poHcies which has no material effect on the financial statements for the current period 
but which is reasonaUy expected to have a material effect in lata* periods, the fact d 
such change should be appropriately disclosed in the period in which the change b 
adopted. 

13. A change in an accounting estimate that has a material effect in Owcunait period 
should be dbciosed and quantified. Any change in an accounthig estimate which b 
neasonaMy expected to have a mterial effect in later periods should abo be 



DEPRECIATION ACCOUNTING (AS-6)* 


The following is the text of the Accounting Standard 6 (AS-6) issued by the Council 
of the Institute of Chartered Accountants of India on ‘Depreciation Accounting” The 
Standard deals with the accounting for depreciation and the disclosure requirements in 
connection therewith. 

In the initial years, this accounting standard will be recommendatory in character. 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other commercial, industrial and business enterprises 
in the public and private sectors. 

INTRODUCTION 

1. The Statement deals with depreciation accounting and applies to all depreciable 
assets, except the following items to which special considerations apply; 

(i) forests, plantations and similar regenerative natural resources; 

(ii) wasting assets including expenditure on the exploration for and extraction 
of minerals, oils, natural gas and similar non-regenerative resources; 

(iii) expenditure on research and development; 

(iv) goodwill; 

(v) livestock. 

This statement also does not apply to land unless it has a limited useful life for the 
enterprise. 

2. Dillerent accounting policies for depreciation are adopted by different enterprises. 
Disclosure of accounting policies for depreciation followed by an enterprise is 
necessary to appreciate the view presented in the financial statemets of the enterprise. 

DEFINITIONS 

3. Tlte following terms are used in the statement with the meanings specified. 

3.1 'Depreciation' is a measure of the wearing out, consumption or other loss of 
value of a depreciable asset arising from use, effluxion of time or obsolescence through 
technology and nrarket changes. Depreciation is allocated so as to charge a fair 
proportion of the depreciable amount in each accounting period during the expected 
useful life of the asset. Depreciation includes amortisation of assets whose useful life is 
predetermined. 

3.2 'Depreciable assets’ are assets which— 

(i) are expected to be used during more than one accounting period; and 

(ii) have a limited useful life; and 

(iii) are held by an enterprise for use in the production or supply of goods and 
services, for rental to others, or for administrative purposes and not for the 
purpose of sale in the ordinary course oi business. 

3.3 'Useful life’ is cither (i) the period over which a depreciable asset is expected to 


*lssued in November. 1982, 
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be used by the enterprise; or (ii) the number of production or similar units expected to be 
obtained from the use of the asset by the enterprise. 

1.4 ‘Depreciable amount’ of a depreciable asset is its historical cost, or other amount 
substituted for historical cost* in the financial statements, less the residual value. 

EXPLANATION 

4. Depreciation has a significant effect in determining and presenting the financial 
position and results of operations of an enterprise. Depreciation is charged in each 
accounting period by reference to the extent of the depreciable amount, irrespective of 
an increase in the market value of the assets. 

5. Assessment of depreciation and the amount to be charged in respect thereof in an 
accounting period are usually based on the following three factors: 

(i) historical cost or other amount substituted for the historical cost of the 
depreciable asset when the asset has been revalued; 

(ii) expected useful life of the depreciable asset; and 

(iii) estimated residual value of the depreciable asset. 

6. Historical cost of a depreciable asset represents its money outlay or its equivalent 
in connection with its acquisition, installation and commissioning as well as for 
additions to or improvement (hereof. The historical cost of a depreciable asset may 
undergo subsequent changes arising as a result of increase or decrease in long-term 
liability on account of exchange fluctuations, price adjustments, changes in duties or 
similar factors. 

7. The useful life of a depreciable asset is shorter than its physical life and is: 

(i) pre-determined by legal or contractual limits, such as the expiry dates of 
related leases; 

(ii) directly governed by extraction or consumption; 

(iii) dependent on the extent of use and physical deterioration on account of 
wear and tear which again depends on operational factors, such as, the 
number of shifts for which the asset is to be used, repair and maintenance 
policy of the enterprise etc., and 

(iv) reduced by obsolscence arising from such factors as: 

(a) technological changes; 

(b) improvement in production methods: 

(c) changes in market demand for the product or service output ot the asset; 
or 

(d) legal or other restrictions. 

8. Determination of the useful life of a depreciable asset is a matter of estimation and is 
normally based on various factors including experience with similar types of assets. 
Such estimation is more difficult for an asset using new technology or used in the 
production of a new product or in the provision of a new service but is 
nevertheless required on some reasonable basis. 

9. Any addition or extension to an existing asset which is of a capital nature and 
which becomes an integral part of the existing asset is depreciated over the remaining 

*This statement does not deal with the treatment of the revaluation differences 
which may arise when historical costs are substituted by revaluations. 
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useful life of that asset. As a practical measure, however, depreciation is sometimes 
provided on such addition or extension at the rate which is applied to an existing asset 
Any addition or extension which retains a separate identity and is capable of being 
used after the existing asset is disposed of, is depreciated independently on the basis of 
an estimate of its own useful life. 

10. Determination of residual value of an asset is normally a difficult matter. If such 
value is considered as insignificant, it is normally regarded as nil. On the contrary, if the 
residual value is likely to be significant, it is estimated at the time of 
acquisition/installation, or at the time of subsequent revaluation of the asset. One of 
the bases for determining the residual value would be the realisable value of similar 
assets which have reached the end of their useful lives and have operated under 
conditions similar to those in which the asset will be used. 

11. The quantum of depreciation to be provided in an accounting period involves the 
exercise of judgement by management in the light of technical, commercial, 
accounting and legal requirements and accordingly may need periodical review. If it is 
considered that the original estimate of useful life of an asset requires any revision, the 
unamortised depreciable amount of the asset is charged to revenue over the revised 
remaining useful life. Alternatively, the aggregate depreciation charged, to date is 
recomputed on the basis of the revised useful life and excess or short depreciation so 
determined is adjusted in the accounting period of revision. 

12. There are several methods of allocating depreciation over the useful life of the 
assets. Those most commonly employed in industrial and commercial enterprises are 
the straightline method and the reducing balance method. The management of a 
business selects the most appropriate method(s) based on various important factors, 
c-S- (i) type of asset, (ii) the nature of the use of such asset and (iii) circumstances 
prevailing in the business. A combination of more than one method is sometimes used. 
In respect of depreciable assets which do not have material value depreciation is often 
allocated fully in the accounting period in which they are acquired. 

13. The statute govei ning an enterprise may provide the basis for computation of the 
depreciation. For example, in the case of a company, the Companies Act, 1956 provides 
that provision of depreciation, unless permission to the contrary is obtained from the 
Central Government, should either be based on reducing balance method at the rates 
specified in the Income-tax Act/Rules or on the corresponding straightline 
depreciation rates which would write off 95% of the original cost over the specified 
period. Where the management’s estimate of the useful life on an asset of the enterprise 
is shorter than that envisaged under the provisions of the relevant statute, the 
depreciation provision is appropriately conlputed by applying a higher rate. If the 
management's estimate of the useful life of the asset is longer than that envisaged under 
the statute, depreciation rate lower than that envisaged by the statute can be applied 
only in accordance with requirements of the statute. 

14. Where depreciable as»ets are disposed of, discarded, demolished or destroyed, the 
net surplus or deficiency, if material, is disclosed separately. 

15. The method of depreciation is applied consistently to provide comparability of 
the results of the operations of the enterprise from period to period. A change from one 
method of providing depreciation to another is made only it the adoption ol the new 
method is required by statute or for compliance with an accounting standard or if it is 
considered that the change would result in a more appropriate preparation or 
presentation of the financial statements of the enterprise. When such a change in the 
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method of depreciation is made, the unamortised depreciable amount of the asset is 
charged to revenue over the remaining useful life by applying the new method. 

16. Where the historical cost ot an asset has undergone a change due to 
circumstances specified in para 6 above, the depreciation on the revised unamortised 
depreciable amount is provided prospectively over the residual useful life of the asset. 

DISCLOSURE 

17. The depreciation methods used, the total depreciation for the period for each- 
class of assets, the gross amount of each class of depreciable assets and the related 
accumulated depreciation are disclosed in the financial statements alongwith the 
disclosure of other accounting policies. The depreciation rates or the useful lives of the 
assets are disclosed only if they are different from the principal rates specified in the 
statute governing the enterprise. 

18. In case the depreciable assets are revalued, the provision for depreciation is based 
on the revalued amount on the estimate of the remaining useful life of such assets. In 
case the revaluation has a material effect on the amount of depreciation, the same is 
disclosed separately in the year in which revaluation is carried out. 

19. Any adjustment for the excess or short depreciation made in any accounting 
period due to the revision in estimate of the useful lives of depreciable assets is treated 
as an extraordinary item and disclosed accordingly.* 

20. A change in the method of depreciation is treated as a change in an accounting 
policy and is disclosed accordingly.* 

ACCOUNTING STANDARD 

(The Accounting Standard comprises paragraphs 21-30 of this Statement. The 
Standard should be read in the context ofparagraphs 1-20 of this Statement and of the 
Preface to the Statements of Accounting Standards.) 

21. The dq»redabie amount of a depreciable asMt should be allocated on a 
systematic basis to each accounting period during the useful life of the asset. 

22. The depreciation method selected should be applied consistently from period to 
period. A change from one method of providing depreciation to another should be 
made oidy if the adoption of the new method is required by statute or for compliance 
with an accountfaig standard or if it is ciMtsidcred that the change would result in a more 
appropriate preparation or presentation of the financial statements of the enterprise. 
When a change in the method of depreciation is made the unamortised depreciable 
amount of the asset should be chaiged to revenue over the remaining useful life by 
ap^ylng the new method. Such a change should be treated as a change in accoimtlng 
pidicy and its effect should be quantified and disdosed. 

23. The uaefril life of a dqiredaUe asset should be estimated after considering the 
following factors: 

(i) expected physical wear and tear; 

(fi) <d»solescence; 

(Bi) legal or other limits on the use the asset. 

*Refer to AS-5 ‘‘Prior Period and Extra-ordinary Items and Changes in Accounting 
Policies”, 
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24. The uaefiri lives of depreciable aiMts or claiMS of dqtredableuMts may be 

reviewed periodkally. Where there is a revision of the estfanated useful life of an asset, 
the unamortfsed deprectable amount should he charged over the revbed remafaiing 
useftil life. In the aKemative, the aggregate depreciation charged to date can be 
recomputed and the excess or short depreciation BO determined can be adfusted. Thb 
should be disclosed as an extraordinary hem in the accounting period of revbkm. 

25. Any addition or extension which becomes an integral part of the exbting asset 
should be depreciated over the remaining useful life of the asset. The depreebtion on 
such addition or extension may abo be provided at the rate applied to the exbting asset. 
Where an addition or extension retains a separate identity and boqiabb of being used 
after the existing asset b disposed of, dqiredation should be provided independently 
on the basb of an estimate of its own useftd life. 

26. Where the historical cost of a depreciable asset has undergone a diange due to 
increase or decrease in long term HabOity on account of exchange fluctuations, price 
aiQustment, changes in duties or slmflar factors, the depreciation on the revbed 
unamortised depreciable amount should be provided prospectively over the residual 
useftil life of the asset. 

27. Where flie depreciable assets are revalued, the provision for depreciation shouM 
be basd on the revalued amount and on the estiiiuite of the remaining useful lives of 
such assets. In case the revaluation has a material effect on the amount of deiwecbtion, 
the same should be disclosed separately in the year in which revaluation b carried out. 

28. If any depredabie asset b dbposed of, discarded, demoibhed or destroyed, the 
net surplus or deficiency, if nuiterfad, should be dbclosad separatdy. 

29. The following information should be disclosed in the financial statemente: 

(i) the historical cost or other amount substituted for historical cost of each 
class of depredabie assets: 

(ii) total depreciation for the period for each class of assets; and 

(iii) the rdated accumubted depreebtion. 

30. The following infoimation should abo be disclosed in the flnandal statemente 
aiongwith the dbdosurc of other accounting polides: 

(i) depredation methods used; and 

(y) depreebtion rates or tte useftil lives of the assets, if they are different from 
the iMrindpal rates specified in the statirte governing the enterprise. 


ACCOUNTING FOR CONSTRUCTION CONTRACTS (AS-7f 


The foUowing is the text of the Accounting Standard 7 (AS-7) issued by the Institute 
of Chartered Accountants of India on “Accounting for Construction Contracts . The 
Standard deals with amounting for construction contracts in the financbl statements 
of contractors. 

In the initial years, this accounting standard will be recommendatory in character. 


^Issued in December, 1983. 



850 


PRACTICAL AUDITING 


During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. This Statement deals with accounting for construction contracts in the financial 
statements of enterprises undertaking such contracts (hereafter referred to as 
‘contractors'). The Statement also applied to enterprises undertaking construction 
activities of the type dealt with in this Statement not as contractors but on their own 
account as a venture of a commercial nature where the enterprise has entered into 
agreement for sale. 

2. The feature which characterises a construction contract dealt with in this 
Statement is the fact that the date at which the contract is secured and the date when 
the contract activity is completed fall into different accounting periods. The specific 
duration of the contract performance is not used as a distinguishing feature of a 
construction contract. Accounting for such contracts is essentially a process of 
measuring the results of relatively long-term events and allocating those results to 
relatively short-term accounting periods. 

3. For the purposes of this Statement a construction contract is a contract for the 
construction of an asset or of a combination of assets which together constitute a single 
project. Examples of activity covered by such contracts include the construction of 
bridges, dams, ships, buildings and complex pieces of equipment. 

4. Contracts for the provision of services come within the scope of this Statement to the 
extent that they are directly related to a contract for the construction of an asset. 
Examples of such service contracts arc contracts for the services of project managers 
and architects and for technical engineering services related to the construction of an 
asset. 

EXPLANATION 

5. The principal problem relating to accounting for construction contracts is the 
allocation of revenues and related costs to accounting periods over the duration of the 
contract. 

4. TypM of Comtmetion Contracts 

Construction contracts are formulated in a variety of ways but generally fall into two 
basic types: 

(i) fixed price contracts—the contractor agrees to a fixed contract price, or 
rate, in some cases subject to cost escalation clauses; 

(ii) cost plus contracts—the contractor is reimbursed for allowable or 
otherwise defined costs, and is also allowed a percentage of these costs or a 
fixed fee. 

Both types of contracts are within the scope of this Statement. 

7. Aceountfaig TVeatment of Conlraetlon Conbract Coots and Rcvomics 

7.1 Two methods of accouitting for contracts commonly followed by contractors are 
the percentage of completion imthod and the completed contract method. 
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7.2 Under the percentage of completion method, revenue is recognised as the 
contract activity progress based on the stage of completion reached. The costs incuned 
in reaching the stage of completion are matched with this revenue, resulting in the 
reporting of results which can be attributed to the proportion of work competed. 
Although (as per the principle of *prudence*) revenue is recognised only when realised, 
under this method, the revenue is recognised as the activity progresses even though in 
certain circumstances it nuty not be realised. 

13 Under the completed contract method, revenue is recognised only when the 
contract is completed or substantially completed; that is, when only minor work is 
expected other than warranty obligation. Costs and progress payments received are 
accumulated during the course of the contract but revenue is not recognised until the 
contract activity is substantially completed. 

7.4 Under both methods, provision is made for losses for the stage of completion 
reached on the contract. In addition, provision is usually made for losses on the 
remainder of the contract. 

7.5 It may be necessary for accounting purposes to combine contracts made with a 
single customer or to combine contracts made with several customers if the contracts 
are iregotiated as a package or if the contracts are for a single project. Conversely, if a 
contract covers a number of projects and if the costs and revenues of such individual 
projects can be identified within the terms of the overall contract, each such project 
may be treated as equivalent to a separate contract. 

8. Coats to be Accmnulated for Conatnictfon Contracti 

8.1 Costs attributable to a contract are identified with reference to the period that 
commeiures with the securing of the contract and closes when the contract is 
completed. 

8.2 Costs not specifically attributable to any contract incurred by the contractor 
before a contract is secured are usually treated as expenses of the period in which they 
are incurred. However, if costs attributable to securing the contract can be separately 
identified and either the contract has been secured or there is clear indication that the 
contract will be obtained, the costs are sometimes treated as applicable to the 
contract and are deferred. As a practical measure, costs directly identifiable with a 
contract are sometimes deferred until it is clear whether the contract has been secured or 
not. 

8 J Cost attributable to a contract include expected warranty costs. Warranty costs 
are provided for when such costs can be reasonably estimated. 

8.4 Costs incurred by a contractor can be divided into: 

(i) Costs that relate directly to a specific contract; 

(ii) Costs that can be attributed to the contract activity in general and can be 
allocated to specific contracts; 

(iii) Costs that relate to the activities of the contractor generally, or that relate to 
contract activity but cannot be related to specific contracts. 

8.5 Examples (rf costs that relate directly to a specific contract include: 

(i) she Ifdiour costs, inchidiog supervision; 

(ii) msterials uaed for project construction; 

(iii) depreciation of plant and equipment required for a coittiact; 

(iv) costs ntoviug plant and equipment to and frwn a site. 
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8.6 Examples of costs that can be attributed to the contract activity in general and 
can be allocated to specific jcontracts include: 

(i) insurance; 

(ii) design and technical assistance; 

(iii) construction overheads. 

8.7 Examples of costs that lelate to the activities of the contractor generally, or that 
relate to contract activity but cannot be related to specific contraas. include: 

(i) general administration and selling costs; 

(ii) finance costs; 

(iii) research and development costs; 

(iv) depreciation of plant and equipment that cannot be allocated to a particular 
contract. 

8.8 Costs referred to in paragraph 8.7 are usually excluded from the accumulated 
contract costs because they do not relate to reaching the present stage of completion of 
a specific contract. However, in some circumstances general administrative expenses, 
development costs and finance costs are specifically attributable to a particular 
contract and are sometimes included as part of accumulated contract costs. 

Baris for Recogniriiif Revenue on Construction Contracts 

9. Percentage of completion method 

9.1 Under the percentage of completion method, theamount of revenue recognised is 
determined by reference to the stage of completion of the contract activity at the end of 
each accounting period. The advantage of this method of accounting for contract 
revenue is that it reflects revenue in the accounting period during which activity is 
undertaken to cam such revenue. 

9.2 The stage of completion used to determine levenue to be recognised in the 
financial statements is measured in an appropriate manner. For this purpose no special 
weightage should be given to a single factor; instead, all relevant factors should be 
taken into consideration; for example, the proportion that costs incurred to date bear 
to the estimated total costs of the contract, by surveys which measure work performed 
and completion of a physical proportion of the contract work. 

9.3 Progress payments and advances received from customers may not necessarily 
reflect the stage of completion and therefore cannot usually be treated as equivalent to 
revenue earned. 

9.4 If the percentage of completion method is ap|rfied by calculating the proportion 
that costs to date bear to the latest estimated total costs of the contract, adjustments are 
made to include only those costs that reflect work performed. Examples of items which 
may need adjustment include: 

(i), the cost of materials that have been purchased for the contract but have not 
been installed or used during contract performance; and 
(ii) payments of subcontractors to the extent that they do not reflect the 
amount of work performed under the subcontract. 

9.5 The application of the percentage of completion method is subject to a risk of 
error in making ettima^. For thu reason, profit is not recognised in the financial 
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statements unless the outcome of the contract can be reliably estimated. If the outcome 
cannot be reiaibly estimated, the percentage of completion method is not used. 

9.6 While recognising the profit under this method, an appropriate allowance for 
future unforeseeable factors which may affect the ultimate quantum of profit i.s 
generally made on either a specific or a percentage basis. 

9.7 In the case of fixed price contracts, the condition which will usually provide this 
degree of reliability are: 

(i) total contract revenues to be received can be reliably esiimated. 

(ii) both the costs to complete the contract and the stage of contract 
performance completed at the reporting date can be reasonably estimated, 
and 

(iii) the costs attributable to the contract can be clearly identified so that actual 
experience can be compared with prior estimates. 

9.8 Normally, the profit is not recognised in fixed price contracts unless the work on 
a contract has progressed to a reasonable extent. Ordinarily this text is not considered 
as having been satisfied unless 20 to 25% of the work is completed. 

9.9 In the case of cost plus contracts, the conditions which usually provide this 
degree of reliability are: 

(i) costs attributable to the contract can be clearly identified; and 

(ii) costs other than those that are specifically reimbursable under the contract 
can be reliably estimated. 

10. Completed contract method 

10.1 The principal advantage of the completed contract method is that it is based on 
results as determined when the contract is completed or substantially completed rather 
than on estimates which may require subsequent adjustment as a result of unforeseen 
costs and possible losses. Tlie risk of recognising profits that may not have been ca rned 
is therefore minimised. 

10.2 The principal disadvantage of the completed contract method is that periodic 
reported income does not reflect the level of activity on contracts during the period. 
For example, when a few large contracts are completed in one accounting period but 
no contracts have been completed in the previous period or are to be completed in the 
subsequent period, the level of reported income can be erratic although the level of 
activity on contracts may have been relatively constant throughout Even when 
numerous contracts are regularly completed in each accounting period, and reported 
income may appear to reflect the level of activity on contracts, there is a continuous lag 
between the time when work is performed and the related revenue is recognised. 

11. Selection of method 

11.1 The selection of a method of accounting for a construction contract depends on 
considerations discussed earlier. The contrator may use both methods simultaneously 
for different contracts depending upon circumstances. 

IIJZ When a contractor uses a particular method of accounting for a contract, then 
in respect of all other contracts that meet similar criteria, the same method is used. 
113 The methods of accounting used by the contractor and the criteria adopted in 
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selecting the method/s represent an accounting poKcy.* 

12. Change In arc»yiting pottcy 

When there is a chai^ in the accounting policy used for construction contracu, there 
is disclosure of the pffect of the change and its amount. If the contractor changes from 
the percental^ of'^ completion method to the completed contract method, it is 
sometimes not possible to quantify the full effect of the change in the current 
accounting period. In such cases, there is disclosure of at least the amount of 
attributable profits reported in prior years, in respect of contracts in progress at the 
beginning of the accounting period.** 

13. ProvWon for Foreaeeabk Losses 

13.1 When current estimates of total contract costs and reveunes indicate a loss, 
provision is made for the entire loss on the contract irrespective of the amount of work 
done and the method of accounting followed. In some circumstances, the foreseeable 
losses may exceed the costs of work done to date. Provision is nevertheless made for 
the entire loss on the contract. 

13.2 When a contract is of such magnitude that it can be expected to absorb a 
considerable part of the capacity of the enterprise for a substantial period, indirect 
costs to be incurred during the period of the completion of the contract are sometimes 
considered to be directly attributable to the contract and included in the calculation of 
the provision for loss on the contract. 

13.3 If a provision for loss is required, the amount of such provision is usually 
determined irrespective of; 

(i) whether or not work has commenced on the contract; and 

(ii) the stage of completion of contract activity; and 

(iii) the amount of profits expected to arise on other unrelated contracts. 

13.4 The determination of a future loss on contract may be subject to a high degree 
of uncertainty. In some of these cases, it is possible to provide for the future loss and in 
other cases only the existence of a contingent loss is disclosed.*** 

14. ClaiRM and Variations Arising Under Construction Cmitracts 

14.1 Amounts due Hi respect of claims made by the contractor and of variations in 
contract work approved by the customer are recognised as revenue in the financial 
statement only in circumstances when, and only to the extent that, the contractor has 
evidence of the final acceptability of the amount of the claim or variation.*** 

14.2 Claims or penalties payable by the contractor arising out of delays in 
completion or from other causes are provided for in full in the financial statements as 
costs attributable to the contract. Claims in the nature of contingency are treated as 

*Refer to AS*I on “Disclosure of Accounting Policies”. 

•*Rcfer to AS-5 on “Prior Period and Extraordinary Items and Changes in 
Accounting Policies”. 

•••Refer to AS-4 on “Continfcncies and Events Occurring After the Balance Sheet 
Date”. 
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indicated in Accounting Standard 4 on^ContingenciCM and Events Occurring After the 
Balance Sheet Date". 

15. Progreas Payments, Advances and Retentions 

15.1 Progress payments and advances received from customers in respect of 
construction contracts in relation to the work performed thereon are disclosed in 
financial statements either as a liability or shown as a deduction from the amount of 
contract work-in-progress. 

15.2 In case progress payments and advances received from customers in respect of 
construction contracts are not in relation to work performed thereon, these are shown 
as a liability. 

15.3 Amounts retained by customers until the satisfaction of conditions specified in 
the contract for release of such amounts are either recognised in financial statements as 
receivables or alternatively indicated by way of a note. 

ACCOUNTING STANDARD 

(The Accounting Standard comprises paragraphs 16-21 of this Statement. The 
Standard should he read in the context of paragraphs 1-15 of thi\ Statement and of 
the Preface to the Statements of Accounting Standards.) 

16. In accounting for construction contracts fai financial statements, either the 
percentage of completion method or the completed contract method may be used. 
When a contractor uses a particular method of accounting for a contract, then the 
same method should be adopted for all other contracts which meet similar criteria, 
i 7. The percentage of completimi method can be used if the outcome of the contract 
can be reliably estimated. 

17.1 In the case of fixed price contracts, this degree of reliability would be provided 
if the following conditions are satisfied: 

(i) total cimtract revenues to be received can be reliably estinuted; 

(ii) both the costs to complete the rantract and the stage of contract performance 
completed at the reporting date can be reasonably estimated; and 

(iii) the costs attributable to the contract can be clearly Identified so that actual 
experience can be compared With prior estimates. 

17.2 Profit in the case of fixed price contracts, normally should not be recognised 
unless the work on a contract has progressed to a reasonable extent. 

17.3 In the case of costs plus contracts, this de^ee of reiiability would be provided 
only if both the following conditions are satisfied: 

(i) costs attributable to the contract can be clearly identified; and 
(it) costs other than tfiose that are specifically reimbursable under the contract can 
be reliably estimated. 

17.4 While recognMi^ the prr^ under pcrcoitage (rf completion method, an 
appropriate aOowance for future unforeseeable factors should be made on eitber a 
spedfle or a percentage basis. 

IS. The costs included in the amount at which construction contract work is stated 
should comprise those costs that relate dfrectly to a specific contract and those that are 
attributable to the contract activity in general ai^ can be allocated to specific 
contracts. 
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19. A foreseeable loss on the entire contract should be provided for in the financial 
statements irrespective of the amount of wenk done and the method of accoimting 
followed. 

Disclosure 

20. There should be disclosure in the financial statements of: 

(i) the amount of construction work-bi-profress; 

(ii) progress payments received and advances and retentions on account of 
contracts included in construction WOTk-fanprogress; and 

(Hi) the amount receivable in respect of income accrued under cost plus contracts 
not included in construction work-in-progress. 

If both the percentage of completion method and the completed contract method 
are simultaneously used by the contractor, the amount of contract work descrihed 
in 0) above should be analysed to disclose separately the amounts attributable lo 
contracts accounted for under each method. 

21. Disclosure of changes in an accounting policy used for construction contracts 
should be made in the financial statements giving the effect of the change and its 
amount. However, if a contractor changes from the percentage of completion method 
to the completed contract method for contracts in progress at the beginning of the year, 
it may not be possible to quantify the effect of the change. In such cases, disclosure 
should be made of the amount of attributahle profits reported in prior years in respect 
of contracts in progress at the beginning of the accounting period. 


ACCOUNTING FOR RESEARCH AND DEVELOPMENT 

(AS-8)* 

The following is the text of the Accounting Standard 8 (AS-8) issued by the Council 
of the Institute of Chartered Accountants oi India on “Accounting for Research and 
Development". The Standard deals with the treatment of costs of research and 
development in financial statements. 

In the initial years, this accounting standard will be recommendatory in character 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterpnses in the public and private sectors. 

INTRODUCTION 

1. This Statement deals with the treatment of costs of research and development in 
financial statements. 

2. The Statement does not deal with the accounting implications of the following 
specialisi^ activities: 

(i) research and development activities conducted for others under a contract; 


*lssued in January, 1985. 
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(ii) exploration for oil, gas and mineral deposits; 

(iii) research and development activities of enterprises at the construction stage. 

DEFINITIONS 

3. The following terms are used in this Statement with the meanings specified 

(i) research is original and planned investigation undertaken with the hope of 
gaining new scientific or technical knowledge and understanding; 

(ii) development is the translation of research findings or other knowledge into 
a plan or design for the production of new or substantially improved 
materials, devices, products, processes, systems or services prior to the 
commencement of commercial production. 

EXPLANATION 

4. Coat of Research and Development 

4.1 There can be practical difficulties in deciding the amounts of the costs 
specifically attributable to research and development. In order to achieve a rea.sonablc 
degree of comparability between enterprises and between accounting period« of the 
same enterprise, it is necessary to identify the elements comprising research and 
development costs. 

4.2 Costs incurred for research and development include the following 

(i) salaries, wages and other related costs ot personnel; 

(ii) costs of materials and services consumed, 

(iii) depreciation of building, equipment and facilities which have alternative 
economic use to the extent that they are used for research and development, 

(iv) an appropriatcamortisationof the cost of building, equipment and facilities 
which have no alternative economic use, to the extent that they are used lor 
research and development; 

(v) a reasonable allocation of overhead costs; 

(vi) payment »o outside bodies for research and development projects related to 
the enterprise; and 

(vii) other costs, such as the amortisation of patents and licences. 

4.3 Costs incurred to maintain production or to promote sales of existing products 
are excluded from the costs of research and development. Thus, thecosts of routine or 
periodic minor modifications to existing products, production lines, manulactunng 
processes and other ongoing operations as well as routine or promotional costs of 
market research are excluded. 

5. Accoonting Treatment of Research and Development Costs 

5.1. The allocation of the costs of research and development activities to accounting 
periods is determined by their relationship to the expected future benefits to be derived 
from these activities. In most cases there is little, if any direct relationship between the 
amount of current research and development costs and future benefits because the 
amount of such benefits, and the periods over which they will be received, arc usually 
too uncertain. Research and development costs are therefore usually charged to 
expense in the period in which they are incurred. 
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5.2 If it can be demonstrated, however, that the product or process is technically and 
commercially feasible and that the enterprise has adequate resources to enabte the 
product or process to be marketed, it may be appropriate to defer the costs of related 
research and development to future periods. Research and development costs 
previously written off are not reinstated because they were incurred at a time when the 
technical and commercial feasibility of the project was too uncertain to establish a 
relationship with future benefits and they were therefore proper charges to those past 
periods. 

5.3 Deferred research and development costs are amortised on a systematic basis, 
cither by reference to the sale or use of the product or process or by reference to a 
reasonable time period. However, technological and economic obsolescence create 
uncertainties that restrict the number of units and time period over which deferred 
costs are to be amortised. 

5.4 Wherever research and development costs are to be deferred, the appropriate 
legal requirements are also taken into account, for example, in the case of companies the 
need to provide depreciation on fixed assets used for purposes of research and 
development in accordance with the provisions of Sections 205 and 350 of the 
Companies Act. 

6. DteckMurc 

6.1 The accounting policy adopted for the costs of research and development is 
included in the statement of accounting policies (See AS I on Disclosure of 
Accounting Policies). Information about amortisation practices is also disclosed when 
research and development costs are deferred. 

6.2 The disclosure of— 

(i) research and development costs, including the amortisation of deferred 
costs, charged as an expense of each period; and 

(ii) the unamortised balance, if any, of deferred research and development 
costs, enables the users of financial statements to consider the significance 
of such activities in relation to those of other enterprises as well as to the 
other activities of the enterprise itself. 

ACCOUNTING STANDARD 

(The Accounting Standard comprises paragraphs 7 to 16 of this Statement. The 
Standard should be read in the context of paragraphs I to 6 of this Statement and of 
the Preface to the Statements of Accounting Standards). 

7. Research and development costs should include: 

(I) salaries, wages and othn related costs of pmonnei engaged in research and 
development; 

(II) costs of materials and services consumed in research and devek^ment; 
(iU) depredation of building, equipment and facilities which have alternative 

eowiomk use, to the extent that they are used for research and 
developntent; 

(iv) an appropriate amortisation of the cost of building, equipment and fiiciUttes 
which have no aitumstive economic use, to die extent that they are used for 
research and dcvelopmeat; 
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(v) overhead coett related to research and development; 

(vi) payment to outside bodies for research and development profectsrebted to 
the enterprise; and 

(vii) other costs related to research and development such as amortisation of 
patents and licences. 

I. ABSOtmt oi research and dcvelopinent cost described in paracraph 7 should be 
charfsd as an expense of the period in which they are incurred except where such costs 
■Mj be deferred in accordance with paragraph 9. 

9. Research and development costs of a project may be deferred to future periods, if 
the foUowing criteria are satisfied: 

(i) the product or process b clearly defined and the costo attributabfe to the 
product or process can be sqiarately identifled; 

(li) the technical feasibility of the product or process has been demonstrated; 

(iii) the management of the enterprise has indicated its intention to produce and 
market, or use, the product or process; 

(iv) there b a reasonabb indication that current and futme research and 
development coste to be incurred on the project together with expected 
profhiction, seiUng and administration cosb are likely to be more than 
covered by rebted future revenues/benefits; and 

(v) adequate resources exbt, or are reasonably expected to be avaOable, to 
compbte the project and market the product or process. 

10. Wherever research and development coste are deferred, the aiqwoprbte legal 
requirements should abo be taken faito account. 

II. If an accounting policy of deferral of research and development costs b adopted, it 
should be applied to all such projects that meet the criteria in paragraph 9. 

12. If research and developnient coste of a project are deferred, they should be 
allocated on a systematic basb to future accounting periods by reference either to the 
sale or use of the fwoduct or process or to the time period over whicb the product or 
process b expected to be sold or used. 

13. The deferred research and ikvefopmeot costs of a project should be reviewed at 
the end of each accounting period. When the criteria of paragraph 9, whicb previously 
justified the deferral of the costs, no longer apply, the unamortbed bsJance should be 
charged as an expense immedbtely. When the criteria for deferral continue to be met 
but the amount of unamortbed balance of the deferred research and development coste 
and other rebvant coste exceed the expected future revenues/ben^te rebted thereto, 
such expenses should be charged as an expense immediately. 

14. Research and development coste once written off should not be reinstated even 
though the uncertainties which had led to their being written off no longer exbt. 

Disclosure 

15. The total of research and developnient coste, including the amortbed portion <d' 
deferred costs, dwged as expense should be disclosed in the PndH A Loss Account for 
the period. 

16. Deierrad icseardi and developnient expendititt'e should be separately d b cl oaed 
in the Balance Sheet under the bead ‘‘Mbcdlaneous Expenditure”. 



REVENUE RECOGNITION (AS-9)* 


The following is the text of the Accounting Standard (AS-9) issued by the Institute 
of Chartered Accountants of India on “Revenue Recognition”.** 

In the initial years, this accounting standard will be recommendatory in character 
During this period, this standard is recommended for use by companies listed on a 
recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. This Statement deals with the bases for recognition of revenue in the statement of 
prolHt and loss of an enterprise. The Statement is concerned with the recognition of 
revenue arising in the course of the ordinary activities of the enterprise from— 

— the sale of goods, 

— the rendering of services, and 

— the use by others of enterprise resources yielding interest, royalties and 
dividends. 

2. This Statement does not deal with the following aspects of revenue recognition to 
which special considerations apply; 

(i) Revenue arising from construction contracts;*** 

(ii) Revenue arising from hire-purchase, lease agreements; 

(iii) Revenue arising from government grants and other similar subsidies; 

(iv) Revenue of insurance companies arising from insurance contracts. 

3. Examples of items not included within the definition of "revenue" for the purpose 
of this Statement are: 

(i) Realised gains resulting from the disposal of. and unrealised gains resulting 
from the holding of non-current assets e.g. appreciation in the value of fixed 
assets; 

(ii) Unrealised holding gains resulting from the change in value of current 
assets, and the natural increases in herds and agricQittiral and forest 
products; 

(iii) Realised or unrealised gains resulting from changes in foreign exchange 
rates and adjustments arising on the translation of foreign currency 
financial statements; 

(iv) Realised gams resulting from the discharge of an obligation at less than its 
carrying amount; 

(v) Unrealised gains resulting from the restatement of the carrying amount of 
an obligation. 

•Issued in November, 1985. 

**It i.s reiterated that this accounting standard (as is the case of other accounting 
standards) assumes that the three fundamental accounting assumption i.e., going 
concern, consistency and accrual have been followed in the preparation and 
presentation of financial statements. 

•••Refer to AS-7 on "Accounting for IZ!onstniCtion Contracts". 
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DEnNITIONS 

4. The following terms are used in this Statement with the meaning specified: 

4.1 Revenue is the gross inflow of cash, receivables or other consideration arising in 
the course of the ordinary activities of an enterprise from the sale of goods, from the 
rendering of services, and from the use by others of enterprise resources yielding 
interest, royalties and dividends. Revenue is measured by the charges made to 
customers or clients for goods suppUed and services rendered to them and by the 
charges and rewards arising from the use of resources by them. In an agency 
relationship, the revenue is the amount of commission and not the gross inflow of cash, 
receivables or other consideration. 

4.2 Completed service contract method is a method of accounting which recognises 
revenue in the statement of profit and loss only when the rendering of services under a 
contract is completed or substantially completed. 

43 Proportionate completion method is a method of accounting which recognises 
revenue in the statement of profit and loss proportionately with the degree of 
completion of services under a contract. 

EXPLANATION 

5. Revenue recognition is mainly concerned with the timing of recognition of revenue 
in the statement of profit and loss of an enterprise. The amount of revenue arising on a 
transaction is usually determined by agreement between the parties involved in the 
transaction. When uncertainties exist regarding the determination of the amount, or 
its associated costs, these uncertainties may influence the timing of revenue 
recognition. 

6. Sale of goods 

6.1 A key criterion for determining when to recognise revenue from a transaction 
involving the sale of goods is that the seller has transferred the property in the goods to 
the buyer for a consideration. The transfer of property in goods, in most cases, results 
in or coincides with the transfer of significant risks and rewards of ownership to the 
buyer. However, there may be situations where transfer of property in goods, does not 
coincide with the transfer of significant risks and rewards of ownership. Revenue in such 
situations is recognised at the time of transfer of significant risks and rewards of 
ownership to the buyer. Such cases may a rise where delivery has been delayed through 
the fault of either the buyer or the seller and the goods are at the risk of the party at fault 
as regards any loss which might not have occurred but for such fault. Further, 
sometimes the parties may agree that the risk will pass at a time different from the time 
when ownership passes. 

6.2 At certain stages in specific industries, such as when agricultural crops have been 
harvested or mineral ores have been extracted, performance may be substantially 
complete prior to the execution of the transaction generating revenue. In such cases 
tifien sale is assured under a forward contract or a government guarantee or where 
market exists and there is a negligible risk of failure to sell, the goods involved are often 
valued at net realisable value. Such amounts while not revenue as defined in this 
Statement, are sometimes recognised in the Statement of profit and loss and 
appropriately described. 
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7. Roidarlag of Services 

7.1 Revenue from service transactions is usually recognised as the service is 
performed, either by the proportionate completion method or by the completed service 
contract method. 

(i) Proportionate completion method—Performance consists of the execution 

more than one act. Revenue is recognised proportionately by 
reference to the performance of each act. 'fhe revenue recognised under this 
method would be determined on the basis of contract value, associated 
costs, number of acts or other suitable basis. For practical purposes, when 
services are provided by an indeterminate number of acts over a specific 
period of time, revenue is recognised on a straight line basis over the specific 
period unless there is evidence that some other mehod better represents the 
pattern of performance. 

(ii) Completed service contract method—Performance consists of the 
execution of a single act. Alternatively, services are performed in more than 
a single act, and the services yet to be performed are so significant in relation 
to the transaction taken as a whole that performance cannot be deemed to 
have been completed until the execution of those acts. The completed 
service contract method is relevant to these patterns of performance and 
accordingly revenue is recognised when the sole or final act takes place and 
the service becomes chargeable. 

8. Use by Others of Enterprise Resources YieMInf Interest, Royalties and 
Diviitends 

8.1 The use by others of such enterprise resources gives rise to: 

(i) interest—charges for the use of cash resources or amounts due to the 
enterprise; 

(ii) royalties—charges for the use of such assets as knowhow, patents, trade 
marks and copyrights. 

(iii) dividends—rewards from the holding of investment in shares. 

8.2 Interest accrues, in most circumstances, on the time basis determined by the 
amount outstanding and the rate applicable. Usually, discount or premium on debt 
securities held is treated as though it were accruing over the period to maturity. 

83 Royalties accrue in accordance with the terms of the relevant a^eement and are 
usually recognised on that basis unless, having regard to the substance of the 
transactions, it is more appropriate to recognise revenue on some other ^stematic and 
rational basis. 

8.4 Dividends from investments in shares are not recognised in the statement of 
profit and loss until a right to receive payment is established. 

83 When interest, royalties and dividends from foreign countries require exchange 
permttsion and uncertainty in remittance is anticipated, revenue recognition may need 
to be postponed. 

9. EUbct ei Uaeartafaitia on Revenue Recognition 

9.1 Recogmtkm of revmue requires that revenue is measuraUe and thatat the time 
of sale or the rendering of the service it would not be unreasonable to expect ultimate 
coUectimi. 
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9.2 Where the ability to asses the ultimate collection with reasonable certanity is 
lacking at the time of raising any claim, e.g., for escalation of price, export incentives, 
interest etc. revenue recognition is postponed to the extent of uncertainty involved. In 
such cases, it may be appropriate to recognise revenue only when it is reasonably 
certain that the ultimate collection will be made. Where there is no uncertainty as to 
ultimate collection, revenue is recognised at the time of sale or rendering of service even 
though payments are made by instalments. 

9J When the uncertainty relating to collectability arises subsequent to the time of 
sale or the rendering of the service, it is more appropriate to make a separate provision 
to reflect the uncertainty rather than to adjust the amount of revenue originally 
recorded. 

9.4 An essential criterion for the recognition of revenue is that the consideration 
receivable for the sale of goods, the rendering of services or from the use by others of 
enterprise resources is reasonably determinable. When such consideration is not 
determinable within reasonable limits, the recognition of revenue is postponed. 

9.5 When recognition of revenue is postponed due to the effect of uncertainties, it is 
considered as revenue of the period in which it is properly recognised. 

ACCOUNTING STANDARD 

(Accounting Standard comprises paragraphs 10-14 of this Statement. The Standard 
should be read in the context ofparagraphs 1-9 of this Statement and of the Preface to 
the Statements of Accounting Standards). 

10. Revenue from sales or service transactions should be recognised when the 
requirements as to performance set out In paragraphs 11 and 12 are satisfied, iwovlded 
that at the time of performance it is not umeasonablf to expect ultimate collection. If 
at the time of rakdng of any dalm It is unreasonabite to expect ultimate collection, 
revenue recogitition should be postponed. 

11. In a transaction involving the sale of goods, performance diould be regarded as 
being achieved when the folowing conditions have been fiiMlIed; 

(i) the seller of goods has fransferred to the buyer the iwoperty hi the goods for 
a price m- aB significant risks and rewards of ownership have hem 
tranribrred to the buyer and the seller retains no effective control of the 
goods tranrierred to a degree usualy associated with ownershh*; and 

(ii) no significant uncertainty exists regarding the amount erf the consMeration 
that will be drived from the sale of the goods. 

12. In a transaction involvii^ the rendo'ing of services, performance should be 
measured ritlmr undw the completed service contract method or under the 
proportionate cmnpictioa method, whichever rriates the revenue to the work 
accompHahed. Such performance shmild be r^arded as being adiieved when no 
ripdlfoant incertaInty exists regarding the amount of the consideration that wiB be 
derived from rendofrig the service. 

13. Revenue arising from the use by the others of enterpriw resources yielding 
interest, royalties and dttvMends shoidd only be recognised when no significant 
imfritahitj as tomcwnrafallity or coflectaURy exists. Hicae revenues are reco^lsed 
on the firiiowhig bases: 
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(i) 

Interest: 

on a time proportion basis taking into account 
the amount outstanding and the rate appIcaMc; 

IH) 

Royalties: 

on an accrual basis in accordance with 
the terms of the relevant agreement; 

(Ui) 

Dividends from 
Investment hi 
shares: 

when the owner’s right to reedve 
payment is established. 


DISCLOSURE 

14. In addition to the disclosures required by Accountinf Standard-1 on DiKlosuie 
of Accounting Pblicies (AS-I), an enterprise should also disclose the circumstances in 
which revenue recognition has been postponed pending the resolution of significant 
uncertainties. 


APPENDIX 

This appendix is illustrative only and does not form part of the accounting standard set 
forth in this Statement. The purpose of the appendix is to illustrate the application of 
the Standard to a number of commercial situations in an endeavour to assist in 
clarifying application of the Standard. 

.4. Sale of Goods 

1. Delivery is delayed at buyer’s request and buyer takes title and accepts billing 
Revenue should be recognised notwithstanding that physical delivery has not been 

completed so long as there is every expectation that delivery will be made. However, 
the item must be on hand, identified and ready for delivery to the buyer at the time the 
sale is recognised rather than there being simply an intention to acquire or 
manufacture the goods in time for delivery. 

2. Delivered subject to conditions — 

(a) Installation and inspection i.e., goods arc sold subject to installation, inspection 
etc. 

Revenue should normally not be recognised until the customer accepts delivery and 
installation and inspection are complete. In some cases, however, the installation 
process may be so simple in nature that it may be appropriate to recognise the sale 
notwithstanding that installation is not yet completed (e.g. installation of a factory 
tested television receiver normally only requires unpacking and connecting of power 
and antennae). 

(b) On tqjproval— 

Revenue should not be recognised until the goods have been formally accepted by 
the buyer or the buyer has done an act adopting the transaction or the time period for 
rejection has ekipsed or where no time has been fixed, a reasonable time has elapsed. 

(c) jpuawtteedsales i.e. delivery is made giving the buyer an unlimited right of return. 
Recognition of revenue in such circumstances will depend on the substance of tlw 

agreement. In the case of retail sales offering a guarantee of “money back if not 
completely satisfied” it naay be appropriate to recognise the sale but to make a suitable 
provision for returns based on previous experience. 1 n other cases, the substance of the 
agreement may amount to a sale on Consignment, in which case it should he treated as 
indica^ below. 
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(d) Consignment sales i.c. a delivery is made whereby the recipient undertakes to sell 
the goods on behalf of the consignor— 

Revenue should not be recognised until the goods are sold to a third party. 

(e) Cash on delivery sales — 

Revenue should not be recognised until cash is received by the seller or his agent. 

3. Sales where the purchaser makes a series of instalment payments to the seller, and 
the seller delivers the goods only when the final payment is received. 

Revenue from such sales should not be recognised until goods are delivered. 
However, when experience indicates that most such sales have been consummated, 
revenue may be recognised when a significant deposit is received. 

4. Special order and shipments i.e. where payment (or partial payment) is received' 
for goods not presently held in stock e.g. the stock is still to be manufactured or is to be 
delivered directly to the customer from a third party 

Revenue from such sales should not be recognised until goods arc manufactured, 
identified and ready for delivery to the buyer by the third parly. 

5. Sale (repurchase agreements i.e. where seller concurrently agrees to repurchase the 
same goods at a later date 

For such transactions that arc in substance a financing agreement, the resulting cash 
inflow is not revenue as defined and should not be recognised as levenue. 

6. Sales to intermediate parties i.e. where goods are sold to distributors, dealers or 
others for resale 

Revenue from such sales can generally be recognised if significant risks of ownership 
have passed however, in some situations the buyer may in substance be an agent and in 
such cases the sale should be treated as a consignment sale. 

7 . Subscriptions for publications 

Revenue received or billed should be deferred and recognised either on a straight line 
basis over time or, where the items delivered vary in value from period to period, 
revenue should be based on the sales value of the item delivered in relation to the total 
sales value of all items covered by the subscription. 

8. Instalment sales 

When the consideration is receivable in instalments, revenue attributable to the sales 
price exclusive of interest should be recognised at the date of sale. The inter^t element 
should be recognised as revenue, proportionately to the unpaid balance due to the 
seller. 

9. Trade discounts and volume rebates 

Trade discounts and volume rebates received are not encompassed within the 
definition of revenue, since they represent a reduction of cost. Trade discounts and 
volume rebates given should be deducted in determining revenue. 

B. Rendering of Services 

1. Installation fees 

In cases where installation fees are other than incidental to the sale of a product, they 
should be recognised as revenue only when the equipment is installed and acapted by 
the customer. 

2. Advertising and insurance agency commissions 

Revenue should be recognised when the service is completed. For advertising agencies, 
media commissions will normally be recognised when the related advertisement or 
commercial appears before the public and the necessary intimation is received by the 
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agency, as opposed to production commission, which will be recognised when the 
project is completed. Insurance agency commissions should be recognised on the 
effective commencement renewal dates of the related policies, 
i. Financial service commissions 

A financial service may be rendered as a single act or may be provided over a period of 
time. Similarly, charges for such services may be made as a single amount or in stages 
over the period of the service or the life of the transaction to which it relates. Such 
charges be settled in full when made, or added to a loan or other account and settled in 
stages. The recognition of such revenue should therefore have regard to— 

(a) whether the service has been provided “once and for all" or is on a 'continuing" 
basis; 

(b) the incidence of the costs relating to the service; 

(c) when the payment for the service will be received. In general, commissions charged 
for arranging or granting loan or other facilities should be recognised when a binding 
obligation has been entered into. Commitment, facility or loan management fees 
which relate to continuing obligations or services should normally be recognised over 
the life of the loan or facility having regard to the amount of the obligation 
outstanding, the nature of the services provided and the timing of the costs relating 
thereto. 

4. Admission fees 

Revenue from artistic performances, banquets and other special events should be 
recognised when the event takes place. When a subscription to a number of events is 
sold; the fee should be allocated to each event on a systematic and rational basis. 

5. Tuition Fees 

Revenue should be recognised over the period of instruction. 

6. Entrance and membership fees 

Revenue recognition from these sources will depend on the nature of the services being 
provided. Entrance fee received is generally capitalised. If the membership fee permits 
only membership and all other services or products are paid for separately, or if there is 
a separate annual subscription, the fee should be recognised when received. If the 
membership fee entities the member to services or publications to be provided during 
the year, it should be recognised on a systematic and rational basis having regard to the 
timing and nature of all services provided. 


ACCOUNTING FOR FIXED ASSETS (AS-lOf 


The following is the text of the accounting standard 10 (AS-10) issued by the 
Institute of Chartered Accountants of India on “Accounting for fixed assets." 

In the initial years, this accounting standard will be recommendatory in character. 
During this period, this standard is recommended for use by companies listed on a 


*lssued in November, 1985. 
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recognised stock exchange and other large commercial, industrial and business 
enterprises in the public and private sectors. 

INTRODUCTION 

1. Financial statements disclose certain information relating to fixed assets. In many 
enterprises these assets are grouped into various categories, such as land, buildings, 
plant and machinery, vehicles, furniture and fittings, goodwill, patents, trade marks 
and designs. This statement deals with accounting for such fixed assets except as 
described in paragraphs 2 to S below. 

2. This statement does not deal with the specialised aspects of accounting for fixed 
assets that arise under a comprehensive system reflecting the effects of changing prices 
but applies to financial statements prepared to historical cost basis. 

3. This statement does not deal with accounting for the following items to which 
special considerations apply; 

(i) forests, plantations and similar regenerative natural resources; 

(ii) wasting assets including mineral rights, expenditure on the exploration for and 
extraction of minerals, oil, natural gas and similar non-regenerative resources; 

(iii) expenditure on real estate development; and 

(iv) livestock. 

Expenditure on individual items of fixed assets used to develop or maintain the 
activities covered in (i) to (iv) above, but separable from those activities, are to be 
accounted for in accordance with this statement. 

4. This Statement does not cover the allocation of the depreciable amount of fixed 
assets of future periods since this subject is dealt with in Accounting Standard-6 on 
“Depreciation Accounting”. 

5. This statement does not deal with the treatment of Government grants and 
subsidies, and assets under leasing rights. It makes only a brief reference to the 
capitalisation of borrowing costs and to assets acquired in an amalgamation or merger. 
These subjects require more extensive consideration than can be given within this 
statement. 

DEFINITIONS 

6 . The following terms are used in this statement with their meanings specified. 
6.1 Fixed asset is an asset held with the intention of being used for the purpose of 
producing or providing goods or services and is not held for sale in the normal course 
of business. 

€2 Fair market value is the price that would be agreed to in an open and unrestricted 
market between knowledgeable and willing parties dealing at arm's length who are 
fully informed and are not under any compulsion to transact. 

6.3 Gross book value of a fixed asset is its historical cost or other amount substituted 
for historical cost in the books of account of financial statements. When this amount is 
shown net of accumulated depreciation, it is termed as net book value. 

EXPLANATION 

7. Fixed assets often comprise a significant portion of the total assets of an 
enterprise, and therefore are important in the presentation of financial position. 
Furthermore, the determination of whether an expenditure represents an asset or an 
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expense can have material effect on an enterprise’s reported results of operations. 

8. Identiflcation of Fixed Assets 

8.1 The definition in paragraph6.1 gives criteria determining whether items are to be 
classified as fixed assets. Judgement is required in applying the criteria to specific 
circumstances or specific types of enterprises. It may be appropriate to aggregate 
individually insignificant items, and to apply the criteria to the aggregate value. An 
enterprise may decide to expense an item which could otherwise have been included as 
fixed assets, because the amount of the expenditure is not material. 

8.2 Stand-by equipment and servicing equipment are normally capitalised. 
Machinery spares are usually charged to the profit and loss statement as and when 
consumed. However, if such spares can be used only in connection with an item of 
fixed assets and their use is expected to be irregular, it may be appropriate to allocate 
the total cost on a systematic basis over a period not exceeding the useful life of the 
principal item. 

8.3 In certain circumstances, the accounting for an item of fixed asset may be 
improved if the total expenditure thereon is allocated to itscomponent parts, provided 
they arc in practice separable, and estimates are made ol the useful lives of these 
components. For example, rather than treat an aircraft and its engines as one unit, it 
may be better to treat the engines as a separate unit if it is likely that their useful life is 
shorter than that of the aircraft as a whole. 

9. Components of Cost 

9.1 The cost of an item of fixed asset comprises its purchase price, including import 
duties and other non-refundabie taxes or levies and any directly attributable cost of 
bringing the asset to its working condition for its intended use; any trade discounts and 
rebates are deducted in arriving at the purchase price. Examples of directly 
attributable costs are: 

(i) site preparation; 
fit) initial delivery and handling costs; 

(iii) installation cost, such as special foundations for plant; and 

(iv) professional fees, for example fees of architects and engineers. 

The cost of a fixed asset may undergo changes subsequent to its acquisition or 
construction on accxiunt of exchange fluctuations, price adjustments, changes in duties 
or similar factors. 

9.2 Financing costs relating to deferred credits or to borrowed funds attributable to 
construction or acquisition of fixed assets for the period up to the completion of 
construction or acquisition of fixed assets are also sometimes included in the gi oss book 
value of the asset to which they relate. However, financing costs (including interest) on 
fixed assets purchased on a deferred credit basis or on monies borrowed for 
construction or acquisition of fixed assets, are not capitalised to the extent that such 
costs relate to periods after such assets arc ready to be put to use. 

9.3 Adininistnition and other general overhead expenses are usually excluded from 
the cost of fixed assets because they do not relate to a specific fixed asset. However, In 
some circumstances, such expenses as arc specifically attributable to construction of a 
project or to the Requisition a fixed asset or bringing it to its working condition, may 
be included as part of the cost of the construction project or as a part of the cost of the 
fixed asset. 
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9.4 The expenditure incurred on start-up and commissioning of the project, 
including the expenditure incurred on test runs and experimmtal production, is 
usually capitalised as an indirect element of the construction cost. However, the 
expenditure incurred after the plant has begun commercial production, i.c., 
production intended for sale or captive consumption, is not capitalised and is treated as 
revenue expenditure even though the contract may stipulate that the plant will not be 
finally taken over until after the satisfactory completion of the guarantee penod. 

9.5 If the interval between the date a project is ready to commence commercial 
production and the date at which commercial production acutally begins is prolonged, 
all expenses incurred during this period are charged to the profit and loss statement. 
However, the expenditure incurred during this period is also sometimes treated as 
deferred revenue expenditure to be amortised over a period not exceeding 3 to 5 years 
after the commencement of commercial production. 

10. Self-Constructed Fixed Assets 

10.1 In arriving at the gross book value of seif-constructed fixed assets, the same 
principles apply as those described in paragraphs 9.1 to9.5. Included in the gross book 
value are costs of construction that relate directly to the specific asset and costs that are 
attributable to the construction activity in general and can be allocated to the specific 
asset. Any internal profits are eliminated in arriving at such costs. 

11. Non-Monetary Consideration 

11.1 When a fixed asset is acquired in exchange for another asset, its cost is usually 
determined by reference to the fair market value of the consideration given. It may be 
appropriate to consider also the fair market value of the asset acquired if this is more 
clearly evident. An alternative accounting treatment that is sometimes used for an 
exchange of assets, particularly when the assets exchanged are similar, is to record the 
asset acquired at the net book value of the asset given up, in eachcasean adjustment is 
made for any balancing receipt or payment of cash or other consideration. 

11.2 When a fixed asset is acquired in exchange for shares or other securities in the 
enterprise, it is usually lecorded at its fair market value, or the fair market value of the 
securities issued, whichever is more clearly evident. 

12. Improvements and Repairs 

12.1 Frequently, it is difficult to determine whether subsequent expenditure related 
to fixed asset represents improvements that ought to be added to the gross book value 
or repairs that ought to be charged to the profit and loss statement Only expenditure 
that increases the future benefits from the existing asset beyond its previously assessed 
standard of performance is included in the gross book value, e.g., an increase in 
capacity. 

12.2 The cost of an addition or extension to an existing asset which is of a capital 
nature and which becomes an integral part of the existing asset is usuaDy added to its 
gross book value. Any addition or extension whidi has a separate identity and is 
capable of being used after the existing asset is disposed of, is accounted for separately. 

13. Amount SidMtitutMl for Historical Cost 

13.1 Sometimes financial statements that are otherwise prepared on a historkal cost 
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basis include part or all of fixed assets at a valuation in substitution for historical costs 
and depreciation is calculated accordingly. Such financial statements are to be 
distinguished Irom financial statements prepared on a basis intended to reflect 
comprehensively the effects of changing prices. 

13.2 A commonly accepted and preferred method of restatmg fixed assets is by 
appraisal, normally undertaken by competent valuers. Other methods sometimes used 
are indexation and reference to current prices which when applied are cross checked 
periodically by appraisal method. 

13.3 The revalued amounts of fixed assets are presented in financial statements, 
either by restating both the gross book value and accumulated depreciation so as to 
give a net book value equal to the net revalued amount or by restating the net book 
value by adding therein the net increase on account of revaluation. An upward 
revaluation does not provide a basis for crediting to the profit and loss statement for 
accumulated depreciation existing at the date of revaluation. 

13.4 Different bases of valuation are sometimes used in the same financial statements 
to determine the book value of the separate items within each of the categories of fixed 
assets or for the different categories of fixed assts. 1 n such cases, it is necessary to 
disclose the gross book value included on each basis. 

13.5 Selective revaluation of assets can lead to unrepresentative amounts being 
reported in financial statements. Accordingly, when revaluations do not cover all the 
assets of a given class, it is apropriate that the selection of assets to be revalued be made 
on a systematic basis. For example, an enterprise may revalue a whole class of assets 
within a unit. 

13.6 It is not appropriate for the revaluation of a class of assets to result in the net 
book value of that class. 

13.7 An increase in net book value arising on revaluation of fixed assets is normally 
credited directly to owner's interests under the heading of revaluation reserves and is 
regarded as not availaUe for distribution. A decrease in net book value arising on 
revaluation of fixed assets is charged to profit and loss statement except that, to the 
extent that such a decrease is considered to be related to a previous increase on 
revaluation that is included in revaluation reserve, it is sometimes charged against that 
earlier increase. It sometimes happens that an increase to be recorded is a reversal of a 
previous decrease arising on revaluation whidi has been charged to profit and loss 
statement in which case the increase is credited to profit and loss statement to the 
extent that it offsets the previously recorded decrease. 

14. Retirainciiti and Dteposali 

14.1 An item of fixed asset is eliminated from the financial statements on disposal 

14.2 Items of fixed assets that have been retired from active use and are held for 
disposal are stated at the lower of their net book value and net realisable value and are 
shown separately in the financial statements. Any expected loss is recognised 
immediately in the profit and loss statement. 

14J In historical cost financial statements, gains or losses arising on disposal are 
genmally recognised in the profit and loss statement. 

14.4 On disposal of a previously revalued item of fixed asset, the difference between 
net disposal proceeds and the net book value is nonnally charged or credited to the 
profit and Iok statement except that, to the extent such a loss is related to an increase 
which was previously recorded as a credit to revaluation reserve and which has not 
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been subsequently reversed or utilised, it is charged directly to that account. The 
amount standing in revaluation reserve following the retirement or disposal of an asset 
which relates to that asset may be transferred to general reserve. 

15. Valuation of Fixed Assets in l^ecfal Cases 

15.1 In the case of fixed assets acquired on hire purchase terms, although legal 
ownership does not vest in the enterprise, such assets are recorded at their cash value, 
which if not readily available, is calculated by assuming an appropriate rate of interest. 
They are shown in the balance sheet with an appropriate narration to indicate that the 
enterprise does not have full ownership thereof. 

15.2 Where an enterprise owns fixed assets jointly with other (otherwise than as a 
partner in a firm), the extent of its share in such assets, and the proportion in the 
original cost, accumulated depreciation and written down value are stated in the 
balance sheet. Alternatively, the pro rata cost of such jointly owned assets is grouped 
together with similar fully owned assets. Details of such jointly owned assets are 
indicated separately in the fixed assets register. 

15.3 Where several assets are purchased for a consolidated price, the consideration 
IS appoitioned to the various assets on a fair basis, as determined by competent valuers. 

16. Fixed Assets of Special Types 

16.1 Goodwill, in general, is recorded in the books only when some consideration in 
money or money’s worth has been paid for it. Whenever a business is acquired for a 
price (payable either in cash or in shares or otherwise) which is in excess of the value of 
the net assets of the business taken over, the excess is termed as goodwill. Goodwill 
arises from business connections, trade name or reputation of an enterprise or from 
other intangible benefits enjoyed by an enterprise. 

16.2 As a matter of financial prudence, goodwill is written off over a period. 
However, many enterprises do not write off goodwill and retain it as an asset. 

16.3 Patents are normally acquired in two ways, (i) by purchase, in which case 
patents are valued at the purchase cost including incidental expenses, stamp duty, etc. 
and (ii) by development within the enterprise, in which case identifiable costs incurred 
in developing the patents are capitalised. Patents are normally written off over their 
legal term of validity or over their working life, whichever is shorter. 

16.4 Know-how in general is recorded in the books only when some consideration in 
money or money’s worth has been paid for it. Know-how is generally of two types: 

(i) relating to manufacturing processes; and 

(ii) relating to plans, designs and drawings of buildings or plant and machinery. 

16J Know-how related to plans, designs and drawings of buildings or plant and 
machinery is capitalised under the relevant asset heads. In nich cases depreciation is 
calculated on the total cost of those assets, including'the cost of the know-how 
capitalised. Know-how related to manufaauring processes is usually expensed in the 
year in which it is incurred. 

16.6 Where the amount paid for know-how n a composite sum in respect of bmh the 
types mentioned in paragraph 16.4, such consideration is apportioned amor^t them 
on a reasonable basis. 

16.7 Where the consideration for the supply of know-how b a series of lecurtitig 
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annual payments as royalties, technical assistance fees, contribution to research, etc. 
such payments are charged to the profit and loss statement each year. 

17. Disclosure 

17.1 Certain specific disclosures on accounting for fixed assets are already required 
by Accounting Standard-1 on “Disclosure of Accounting Policies" and Accounting 
Standard-6 on “Depreciation Accounting”. 

17.2 Further disclosures that are sometimes made in financial statements include. 

(i) gross and net book values of fixed assets at the beginning and end of an 
accounting period showing additions, disposals, acquisitions and othei 
movements; 

(ii) expenditure incurred on account of fixed assets in the course of construction 
or acquisition; and 

(lii) revalued amount substituted for historical cost o( fixed as.sets, the method 
adopted to compute the revalued amounts, the nature of any indices used, 
the year of any appraisal made, and whether an external valuer was involved 
in case where fixed assets are stated at revalued amounts. 

ACCOUNTING STANDARD 

(The Acamnling Standard comprises paragraphs 18 to 39 of this Statement, The 
Standard should he read in the context of [taragraphs I to 17 of this Statement and of 
the heface to the Statements of Accounting Standards.) 

18. The items determined in accordance with the definition in paragraph 6.1 of this 
statement should be included under fixed assets in financial statements. 

19. The gross book value of a fixed asset should be either historical cost or a 
revaluation computed in accordance with this Standard. The method of accounting for 
fixed assets included at historical cost is set out in paragraphs 20 to 26; the method of 
accounting of revalued assets is set out in paragraphs 27 to 32. 

20. The cost of a fixed asset should comprise its purchase price and any attributable 
cost of bringing the asset to its working condition for its intended use. Financing costs 
relating to deferred credite or to borrowed ftmds attributable to construction or 
acquisition of fixed assets for the period up to the completion of constnicticm or 
acquisition of fixed assets should also be faiduded in the gross book value of the asset to 
which they relate. However, the financing costs (faidudhig interest) on fixed assets 
purchased on a deferred credit basis or on monies borrowed for constnicti<ni or 
acquisition of fixed assets should not be capitalised to the extent that such costs relate 
to periods after such assets are ready to be put to use. 

21. The cost of a setf-oonstructed fixed asset should ccmiprise those costs that relate 
directly to the specific asset and those that arje attributable to the construction activity 
In foieral and can be allocated to the specific asset. 

72 . Whoi • fixed asset b acquired in exchange or in part exchange for another asset, 
the coat of the asset acquired shcNild be recorded dthcr at fair market value or at the net 
book vaHue bf the asset giv«i iq^, adjusted fm* any ludanctnf payment or reedpt of cash 
or other oimsidenttion. For these piuposcs fidr market value may be determined by 
reference eitber to theaeact ^en up or to the aMctacqubed,wMdieverh more clearly 
eddent. Fixed aeset acqi^ed hi exchange for shares or other securities in the enterprise 
should be recorded at Ms Cib market value, or the fab market value of the securities 
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issued, whichever is more clearly evident. 

23. Subsequent expenditures related to an item of fixed asset should be added to its 
book value only if they increase the future benefits from the existing asset beyond its 
(weviously assessed standard of performance. 

24. Material items retired from active use and held for disposal should be stated at 
the lower of their net book value and net realisable value and shown separately in the 
financial statements. 

25. Fixed asset shoidd be eliminated from the financial statements on disposal or 
when no further benefit is expected from its use and disposal. 

26. Losses arising from the retirement or gains or losses arising from disposal of fixed 
asset which is carried at cost should be recognised in the profit and loss statement. 

27. When a fixed asset is revalued in financial statements, an entire class of assets 
should be revalued, or the selection of assets for revaluation should be made on a 
systematic basis. This basis should be disclosed. 

28. The revaluation in financial statements of a class of assets should not result in the 
net book value of that class being greater than the recoverable amount of assets of that 
class. 

29. When a fixed asset is revalued upwards, any accumulated depreciation existing at 
the date of the revaluation should not be credited to the profit and loss statement. 

30. An increase in net book value arising on revaluation of fixed assets should be 
credited directly to owners’interests under the head of revaluation reserve, except that, 
to the extent that such increase Ls reieated to and not greater than a decrease arising on 
revaluation previously recorded as a charge to the profit and loss statement, it may be 
credited to the profit and loss statement. A decrease in net book value arising on 
revaluation of fixed asset should be charged directly to the profit and loss statement 
except that to the extent that such a decrease is related to an increase wMch was 
previously recorded as, credit to revaluation reserve and which has not been 
subsequently reversed or utilised, it may be charged directly to that account. 

31. The provisions of paragraphs 23, 24 and 25 are also applicable to fixed assets 
included in financial statements at a revaluation. 

32. On disposal of a previously revalued Hern of fixed asset, the difference between 
net dis pniMi proceeds and the net book value should be charged or credited to the profit 
and loss statement except that to ttie extent that such a loss is related and wMch hasnot 
been subsetpiently reversed or utilised, it may be charged directly to that account. 

33. Fixed assets acquired on hire purchase terms should be recorded at their cash 
value, wMch if not readily available, should be calculated by assuming an appropriate 
rate of Interest They should be shown in the balance sheet with an appropriate 
narration to indicate that the enterprise does not have full ownership thereof. 

34. In the case of fixed assets owned by the enterprise Jointly wHh others, the extent 
of the enterprise’s share in such assets, and the proportion of the original cost, 
accumulated depreciation and written down value should be stated in the balance 
sheet. Altematively, the pro rata cost of such jointly owned assets may be grouped 
together with similar ftilly owned assets with an appropriate disclosure thereof. 

35. Where several fixed assets are purchased for a consolidated price, the 
confidcratioo should be apportioned to the various assets on a fair bash as determined 
by rompetent vahim. 

36. Goodwill should be recorded in the books only when some consideration in 
money or mcmey’s worth has beoi paid for it. Whenever a business is actpilred for a 
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price (payable in cash or in shares or otherwise) which is in excess of the value of the net 
assets of the business taken over the excess should be termed as ‘‘goodwill’'. 

37. The direct costs incurred in developing the patents should be capitalsed and 
written off over their legal term of vaHdtty or o\tr their working life, whichever Is 
shorter. 

38. Amount paid for know-how for the plans, layout and designs of buildbigs and/or 
design of the machinery should be capitalised under the relevant asset heads, such as, 
buildings, pbmts and machinery etc. Depreciation should be caicubited on the total 
cost of those assets, including the cost of the know-how caphaUsed. Where the amount 
paid for know-how is a composite sum in respect of both the manufacturing process as 
wel as pbins, drawii^ and designs for buildings, plant and machhiery, etc., the 
management should apportion such consideration into two parts on a reasonable 
basis. 

Disclosure 

39. The following information should be disclosed in the financial statements: 

(i) gross and net book values of fixed assets at the beginning and end of an 
accounting period showfaig additions, disposals, acqubitlons and other 
movements; 

(ii) expenditure bicurred on account of fixed assets in the course of construction 
of acquisition; and 

(iii) revalued amount substituted for historical costs of fixed assets, the method 
adopted to compute the revalued amounts, the nature of Indices used, the 
year of any appraisal made, and whether an external valuer was invioved, fai 
case wiMre fixed assets are stated at revalued amounts. 



PREFACE TO THE STATEMENTS ON STANDARD 

AUDITING PRACTICES* 


1. Formation of the Auditing Practices Committee 

The Institute of Chartered Accountants of India constituted the Auditing Practices 
Committee (APC) on 17th September, 1982. 

2. Scope and Functions of Auditing Practices Committee 

2.1 The Institute has, from time to time, issued Statements and Guidance Notes on 
auditing practices. The main function of the APC is to review the existing auditing 
practices in India and to develop Statements on Standard Auditing Practices (SAPs) 
so that these may be issued by the Council of the Institute. 

22 The Institute is a member of the International Federation of Accountants (IFAC). 
The broad objective of IFAC is the development and enhancement of a coordinated 
world-wide accountancy profession with harmonised standards. The IFAC has 
constituted the International Auditing Practice Committee (lAPC) to formulate 
international auditing guidelines. While formulating the SPAs in India, the APC will 
give due consideration to the International Auditing Guidelines issued by the lAPC 
and try to integrate them, to the extent possible, in the light of the conditions and 
practices prevailing in India. 

2.3 While formulating the SAPs, the APC will take into consideration the 
applicable laws, customs, usage and business environment in India. 

2.4 The SAPs will be issued under the authority of the Council of the Institute. The 
APC will issue Guidance Notes on the issues arising from the SAPs wherever 
necessary. The APC will also review the SAPs at periodical intervals. 

3. Scope of the Statements on Standard Auditing Practices 

3.1 The SAPs will apply whenever an independent audit is carried out; that is, in the 
independent examination of financial information of any entity, whether profit oriented 
or not, and irrespective of its size, or legal form (unless specified otherwise) when such 
an examination is conducted with a view to expressing an opinion thereon. The SAPs 
may also have application as appropriate, to other related functions of auditors. 

3.2 Any limitation of the applicability of a specific SAP will be made clear in the 
introductory paragraph of the Statement. 

4. Procedure for taming the Statements on Standard Audftfaif Piractfcaa 

Broadly, the following procedure will be adopted for the formulation of SAPs. 

4.1 The APC will determine the broad areas in which the SAPs need to be 
formulated and the priority in regard to the selection thereof. 

4.2 In the preparation of SAPs the APC wUl be assisted by Study Groins 


*l88ued in June, 1983. 
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constituted to consider specific subjects. In the formation of Study Groups, provision 
will be made for participation of a cross-section of members of the Institute. 

4 J On the basis of the work of the Study Groups, an exposure draft of the proposed 
SAP will be prepared by the Committee and issued for comments by members of the 
Institute. 

4.4 After taking into consideration the comments received, the draft of the proposed 
SAP will be finalised by the APC and submitted to the Council of the Institute. 

4.5 The Council of the Institute will consider the final draft of the proposed SAP, 
and if nece.ssary, modify the same in consultation with the APC. The SAPwillthen be 
issued under the authority of the Council. 

5. Comiiliance with the Statements on Standard Auditing Practices 

While discharging their attest function, it bethedutyofthe members of the Institute 
to ensure that the SAPs are followed in the audit of financial information covered by 
their audit reports. If for any reason a member has not been able to perform an audit in 
accordance with the SAPs, his report should draw attention to the material departures 
therefrom. 

6. Existing Statements 

Existing statements on auditing practices issued by the Institute will remain in force 
until withdrawn. It is recognised, that basically the SAPs represent the formalisation 
of existing good practices. However, m the event of a possible or perceived conflict 
between an existing statement and a SAP, the practices laid down in the SAP will 
prevail. 

EITective Date 

Auditors will be expected to follow SAPs in the audits commencing on or after the 
date specified in the Statement. 


STATEMENT ON STANDARD AUDITING PRACTICES: 

BASIC PRINCIPLES GOVERNING 
AN AUDIT (SAP 1)* 

The following is the text of the Statement on Standard Auditing Practices 1 (SAP 1) 
issued by the Council of the Institute of Chartered Accountants of India on “Basic 
Principles Governing an Audit”. This Statement should be read in conjunction with 
the “PrefaceTo the Statements on Standard Auditing Practices”issued by the Institute. 

Introduction 

1. This Statement describes the basic princqiies which govern the auditor^ 
professional responsibilities and which should be complied with whenever an audit is 
carried out. 


* Issued in April, 198S. 
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2. An audit is the independent examination of financial information of any entity, 
whether profit oriented or not, and irrespective of its size or legal form, when such an 
examination is conducted with a view to expressing an opinion thereon.' In this 
Statement the term ‘*nnancial information” encompasses financial statements. 

3. Other Statements on Standard Auditing Practices to be issued by the Institute will 
elaborate on the principles set out herein togiveguidance on auditing proceduresand 
reporting practices. 

4. Compliance with the basic principles requires the application of auditing 
procedures and reporting practices appropriate to the particular circumstances. 

Integrity, Objectivity and Indepoidence 

5. The auditor should be straightforward, honest and sincere in his approach to his 
professional work. He must be fair and must not allow prejudice or bias to override his 
objectivity. He should maintain an impartial attitude and both be and appear to be free 
of any interest which might be regarded, whatever its actual effect, as being 
incompatible with integrity and objectivity. 

Confidentiality 

6. The auditor should respect the confidentiality of information acquired in the course 
of his work and should not disclose any such information to a third party without 
specific authority or unless there is a legal or professional duty to disclose. 

Skills and Competence 

7. The audit should be performed and the report prepared with due professional care 
by persons who have adequate training, experience and competence m auditing. 

8. The auditor requires specialised skills and competence which are acquired 
through a combination of general education, technical knowledge obtained through 
study and formal courses concluded by a qualifying examination recognised for this 
purpose and practical experience under proper supervision. In addition, the auditor 
requires a continuing awareness of developments including pronouncements of ICAI 
on accounting and auditing matters, and relevant regulations and statutory 
requirements. 

Work Performed by Others 

9. When the auditor delegates work to assistants or uses work performed by other 
auditors and experts, he will continue to be responsible for forming and expressing his 
opinion on the financial information. However, he will be entitled to rely on work 
performed by others, provided he exercises adequate skill and care and is not aware of 
any reason to believe that he should not have so relied. In the case of any independent 
statutory appointment to perform the work on which thcauditor has to rely in forming 
his opinion, such as in the case of the work of branch auditors appointed under the 
Companies Act, 1956 the auditor's reports should expressly sute the fact of such 
reliance. 

•See para 3.1 of the “Preface to the Statements on Standard Auditing Practices” 
issued by the Council of tte Institute of Chartered Accountants of India. 
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10. The auditor should carefully direct, supervise and review work delegated to 
assistants. The auditor should obtain reasonable assurance that work performed by 
other auditors or experts is adequate for his purpose. 

Doeumcntatfon 

11. The auditor should document matters which are important in providing evidence 
that the audit was carried out in accordance with the basic principles. 

Pfauming 

12. The auditor should plan his work to enable him to conduct an effective audit in an 
efficient and timely manner. Plans should be based on a knowledge of the client’s 
business. 

13. Plans should be made to cover, among other things— 

(a) acquiring knowledge of the client’s accounting system, policies and internal 
control procedures; 

(b) establishing the expected degree of reliance to be placed on internal control; 

(c) determining and programming the nature, timing, and extent of the audit 
procedures to be performed; and 

(d) coordinating the work to be performed. 

14. Plans should be further developed and revised as necessary during the course of a 
audit 

Audit Evidence 

15. The auditor should obtain sufficient appropriate audit evidence through the 
performance of compliance and substantive procedures to enable him to draw 
reasonable conclusions therefrom on which to base his opinion on the financial 
information. 

14. Compliance procedures are tests designed to obtain reasonable assurance that 
those internal controls on which audit reliance is to be placed are in effect. 

17. Substantive procedures are designed to obtain evidence as to the completeness, 
accuracy and validity of the data produced by the accounting system. 

They are of two types; 

(i) tests of details of transactions and balances; 

(ii) analysis of significant ratios and trends including the resulting enquiry of 
unusual fluctuations and items. 

Accoinitiiif System and Internal Control 

It. Management is responsible for maintaining an adequate accounting system 
incorporating various internal controls to the extent appropriate to the size and nature 
of the business. The auditor should reasonably assure himself that the accounting 
system is adequate and that all the accounting information which should be recorded 
has in fact been recorded. Internal controls normally contribute to such assurance. 
19. The auditor should gain an understanding of the accounting system and related 
internal controls and should study and evaluate the operation of those internal 
controls upon which he wishes to rely in determining the nature, timing and extent of 
other audit procedures. 
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20. Where the auditor concludes that he can rely on certain internal controls, his 
substantive procedures would norntally be less extensive than would otherwise be 
required and may also differ as to their nature and timing. 

Audit Conciusioiis and Reporting 

21. The auditor should review and assess the conclusions drawn from the audit 
evidence obtained and from his knowledge of business of the ent ry as the basis for the 
expression of his opinion on the financial information. This review and assessment 
involves forming an overall conclusion as to whether: 

(a) the financial information has been prepared using acceptable accounting 
policies, which have been consistently applied; 

(b) the financial information complies with relevant regulations and statutory 
requirements; 

(c) there is adequate disclosure of all material matters relevant to the proper 
presentation of the financial information, subject to statutory requirements, 
where applicable. 

22. The audit report should contain a clear written expression of opinion on the 
financial information and if the form or contenj of the report is laid down in or 
prescribed under any agreement or statute or regulation, the audit report should 
comply with such requirements. An unqualified opinion indicates the auditor's 
satisfaction in all material respects with the matters dealt with in paragraph 21 or as 
may be laid down or prescribed under the relevant agreement or statute or regulation, as 
the case may be. 

23. When a qualified opinion, adverse opinion or a disclaimer of opinion is to be 
given or reservation of opinion on any matter is to be made, the audit report should 
state the reasons therefor. 

Effective Date 

24. This Statement on Standard Auditing Practices becomes operative for ail audits 
relating to accounting periods beginning on or after April 1, 1985. 


STATEMENT ON STANDARD 
AUDITING PRACTICES: 
OBJECTIVE AND SCOPE OF THE AUDIT OF 
FINANCIAL STATEMENTS (SAP 2 ) 1 * 


The following is the text of the Statement on Standard Auditing Practices 2(SAP 2) 
issued by the Council of the Institute of Chartered Accountants of India on “Objective 
and Scope of the Audit of Financial Statements”. This Statement should be read in 
conjunction with the “Preface to the Statements on Standard Auditing Practices 
issued by the Institute. 


*lssued in Apiil, 1985. 
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Introduction 

1. This Statement describes the overall objective and scope of the audit of general 
purpose financial statements of an enterprise byan independent auditor Accordingto 
para 3.3 of the ‘Preface to the Statements of Accounting Standards' issued by the 
Institute of Chartered Accountants of India, “the term ‘General Purpose Financial 
Statements' includes balance sheet, statement of profit and loss and other statements 
and explanatory notes which form part thereof, issued for the use of 
shareholders/members, creditor employees and public at large.” References to 
financial statements in this Statement should be construed to refer to general purpose 
financial statements. 

Objective of an Audit 

2. The objective of an audit of financial statements, prepared within a framework of 
recognised accounting policies and practices and relevant statutory requirements, il 
any, is to enable an auditor to express an opinion on such financial statements. 

3. The auditor’s opinion helps determination of the true and fair view of the financial 
position and operating results of an enterprise. The user, however, should not assume 
that the auditor's opinion is an assurance as to the future viability of the enterprise or 
the efficiency or effectiveness with which management has conducted the affairs of the 
enterprise. 

Responsibility for the Financial Statements 

4. While the auditor is responsible for forming and expressing his opinion on the 
financial statement, the responsibility for their preparation is that of the management 
of the enterprise. Management's responsibilities include the maintenance of adequate 
accounting records and internal controls, the selection and application of accounting 
policies and the safeguarding of the assets of the enterprise. The audit of the financial 
statements does not relieve management of its responsibilities. 

Scope of an Audit 

5. The scope of an audit of financial statements will be determined by the auditor 
having regard to the terms of the engagement, the requirements of relevant legislation 
and the pronouncements of the Institute. The terms of engagement cannot, however, 
restrict the scope of an audit in relation to matters which are prescribed by legislation 
or by the pronouncements of the Institute. 

6. The audit should be organized to cover adequately all aspects of the enterprise as 
far as they are relevant to the financial statements being audited. To form an opinion 
on the financial statements, the auditor should be reasonably satisfied as to whether 
the information contained in the underlying accounting records and other source data 
IS reliable and suflicient as the basis for the preparation of the financial statements. In 
forming his opinion, the auditor should also decide whether the relevant information is 
properly disclosed in the financial statements subject to statutory requirements, where 
applicable. 

7. The auditor assesses the reliability and sufficiency of the information contained in 
the underlying accounting records and other source data by: 

makihg tk study and evaluation of accounting systems and internal controls on 
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which he wishes to rely and testing those internal controls to determine the 
nature, extent and timing of other auditing procedures; and 
(b) carrying out such other tests, enquiries and other verification procedures of 
accounting transactions and account balances as he considers appropriate in 
the particular circumstances. 

8. The auditor determines whether the relevant information is properly disclosed in 
the financial statements by: 

(a) comparing the financial statements with the underlying accounting records and 
other source data to see whether they properly summarize the transactions and 
events recorded therein; and 

(b) considering the judgements that management has made in preparing the 
financial statements; accordingly, the auditor assesses the selection and 
consistent application of accounting policies, the manner in which the 
information has been classified, and the adequacy of disclosure. 

9. The auditor's work involves exercise of judgement, for example, in deciding the 
extent of audit procedures and in assessing the reasonableness oi the judgements and 
estimates made by management in preparing the financial statements. Furthermore, 
much of the evidence available to the auditor can enable him to draw only reasonable 
conclusions therefrom. Because of these factors, absolute certainty in auditing is 
rarely attainable. 

10. In forming his opinion on the financial statements, the auditor follows 
procedures designed to satisfy himself that the financial statements reflect a true and 
fair view of the financial position and operating results of the enterprise. The auditor 
recognizes that because of the test nature and other inherent limitations of an audit, 
together with the inherent limitations of any system of internal control, there is an 
unavoidable risk that some material misstatement may remain undiscovered. While in 
many situations the discovery of a material misstatement by management may often 
arise during the conduct of the audit, such discovery is not the main objective of audit 
nor is the auditor's programme of work specifically designed for such discovery. Tlte 
audit cannot, therefore, be relied upon to ensure the discovery of all frauds or errors, 
but where the auditor has any indication that some fraud or error may have occurred 
which could result in material misstatement, the auditor should extend his procedures 
to confirm or dispel his suspicions. 

11. The auditor is prinuirily concerned with items which either individually or as a 
group are material in relation to the affairs of an enterprise. However, it is difficult to 
lay down any definite standard by which materiality can be judged. Material items are 
those which might influence the decisions of the user of the financial statements.* It is 
the matter in which a decision is arrived at on the basis of the auditor’s professional 
experience and judgement. 

12. The auditor is not expected to perform duties which fall outside the scope of his 
competence. For example, the professional skill required of an auditor does not 
include that of a technical expert for determining physical condition of oerUin assett. 


* Accounting Standard 1 (AS 1) on “Disclosure of Accounting Poll 
the Coundl of the Institute of Chartered Accountants of India. 
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13. Constraints on the scope of the audit of financial statements that impair the 
auditor’s ability to express an unqualified opinion on such financial statements should 
be set out in his report, and a qualified opinion or disclaimer of opinion should be 
expressed as appropriate. 

Effective Date 

14. This Statement on Standard Auditing Practices becomes operative for all audits 
relating to accounting periods beginning on or after April I, 1985. 


STATEMENT ON STANDARD 
AUDITING PRACTICES: 
DOCUMENTATION (SAP 3)* 


The following is the text of the Statement on Standard Auditing Practices 3 (SAP 3) 
issued by the Council of the Institute of Chartered Accountants of India on 
’’Documentation”. The Statement should be read in conjunction with the “Preface to 
the Statement on Standard Auditing Practices” issued by the Institute. 

Introduction 

1. Statement on Standard Auditing Practices (SAP 2), “Basic Principles Governing 
an Audit” (Paragraph 11), states: “The auditor should document matters which are 
important in providing evidence that the audit was carried out in accordance with the 
basic principles.” The purpose of this Statement is to amplify the basic principle 
outlined above. 

2. Documentation, for purposes of this Statement, refers to the working papers 
prepared or obtained by the auditor and retained by him, in connection with the 
performance of his audit. 

3. Working papers: 

* aid in the planning and perfornuince of the audit; 

* aid in the supervision and review of the audit work; and 

'* provide evidence of the audit work performed to support the auditor's 
opinion. 

Fomi and Content 

4. Working papere should record the audit plan, the nature, timing and extent of 
auditing procedures performed, and the conclusions drawn from the evidence 
obtained. 

5. The form and content of working papers are affected by matters such as: 

* The nature of the engagement. 

* The form of the auditor’s repon. 


^Issued in July 1983. 
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The nature and complexity of the client'^ business. 

* The nature and condition of the client's records and degree of reliance on t he 
internal controls. 

* The needs in particular circumstances for direction, supervision and review of 
work performed by assistants. 

Working papers should be designed and properly organised to meet the 
circumstances of each audit and the auditor’s needs in respect thereof. The 
standardisation of working papers (for example, checklists, specimen letters, standard 
organisation of working papers) improves the efficiency with which they are prepared 
and reviewed. It also facilitates the delegation of work while providing a means to 
control its quality. 

7. Working papers should be sufficiently complete and detailed for an auditor to 
obtain an overall understanding of the audit. The extent of documentation is a matter 
of professional judgement since it is neither necessary nor practical that every 
observation, consideration or conclusion is documented by the auditor in his working 
papers. 

8 . Ail significant matters which required the exercise of judgement, together with the 
auditor's conclusion thereon, should be included in the working papers. 

9. To improve audit efficiency, the auditor normally obtains and utilises schedules, 
analyses and other working papers prepared by the client. In such circumstances, the 
auditor should satisfy himself that these working papers have been properly prepared. 
Examples of such working papers are detailed analyses of important revenue accounts, 
receivables, etc. 

10 . In the case of recurring audits, some working paper files may be classified as 
permanent audit files which are updated currently with information of continuing 
importance to succeeding audits, as distinct from current audit files which contain 
information relating primarily to the audit of a single period. 

11. A permanent audit file normally includes: 

* Information concerning the legal and organisational structure of the entity. 
In the case of a company, this includes the Memorandum and Articles of 
Association. In the case of a statutory corporation, this includes the Act and 
Regulations under which the corporation functions. 

* Extracts or copies of important legal documents, agreements and minutes 
relevant to the audit. 

* A record of the study and evaluation of the internal controls related to the 
accounting system. This might be in the form of narrative descriptions, 
questionnaries or flow charts, or some combination thereof. 

* Copies of audited financial statements for previous years. 

* Analysis of significant ratios and trends. 

* Copies of management letters issued by the auditor, if any. 

* Record of communication with the retiring auditor, if any. before acceptance 
of the appointment as auditpr. 

* Notes regarding significant'^accounting policies. 

* Significant audit observations of earlier years. ' * 

^2. The current file normally includes: 

* Correspondence relating to acceptance of annual reappointment. 



PRACTICAL AUDITING 


884 

* Extracts of important matters in the minutes of Board Meetings and General 
Meetings, as are relevant to audit. 

* Evidence of the planning process of the audit and audit programme. 

* Analysis of transactions and balances. 

* A record of the nature, timing and extent of auditing procedures performed, 
and the result of such procedures. 

* Evidence that the work performed by assistants was supervised and reviewed. 

* Copies of communications with other auditors, experts and other third 
parties. 

* Copies of letters or notes concerning audit matters communicated to or 
discussed with the client, including the terms of the engagement and material 
weaknesses in relevant internal controls. 

* Letters of representation or confirmation received from the client. 

* Conclusions reached by the auditor concerning significant aspects of the 
audit, including the manner in which exceptions and unusual matters, if any, 
disclosed by the auditor's procedures were resolved or treated. 

* Copies of the financial information being reported on and the related audit 
reports. 

Ownenhip and Custody of Working Papers 

13. Working papers are the property of the auditor. The auditor may, at his 
discretion, make portions of or extracts from his working papers available to his client. 

14. ' The auditor should adopt reasonable procedures for custody and confidentiality 
of his working papers and should retain them for a period of time sufficient to meet the 
needs of his practice and satisfy any pertinent legal or professional requirements of 
record retention. 

Effective Date 

15. This Statement on Standard Auditing Practices becomes operative for all audits 
relating to accounting periods beginning on or after July I, 1985. 
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EXTRACTS FROM ‘STATEMENT ON AUDITING 

PRACTICES* 


Chapter I 
INTRODUCTION 

1.1 Members have from time to time expressed the need for the Institute providing 
them with some guidance in the performance of their onerous duties and 
responsibilities having regard particularly to modern developments in auditing 
practices. This Statement on Auditing Practices has been prepared to meet this need. 
1.2. Some critics of the accountancy profession have expressed the view that many ol 
the malpractices allegedly prevalent today could be prevented if only auditors 
performed their duties more efficiently and conscientiously. Such criticism apparently 
flows from an incorrect appreciation of the nature and extent of the duties and 
obligations of auditors, particularly in relation to the audit of limited companies, it is 
hoped that this Statement will also give businessmen and others outside the profession a 
correct idea of the nature of an auditor’s work and the onerous responsbilities which he 
undertakes. 

1.3 The techniques of accounting and auditing have not remained stagnant, but have 
developed gradually over the years. Members are expected to keep pace with the 
changes. This Statement attempts to set out the practices, which, in the view of the 
Institute, are appropriate in the light of the circumstances prevailing in India today. 
But the recommendations made herein are not retrospective in their application and 
apply only to audits to be carried out hereafter. In the First Edition of the Statement it 
was recommended following upon the report of the Vivian Bose Commission and 
Daftary-Sastri report tliat members inquire into transactions insofar as it is within their 
professional competence and their technical ability to do so. Since then, most of the 
suggestions in the Daftary-Sastri report have been incorporated in the statute, 
especially after the insertion of sub-section (1 A) in Section 227 of the Companies Act, 
1956. The Institute has issued a Statement dealing with the provisions of this sub¬ 
section, to which the attention of members is invited. Recently an order under the 
provisions of Section 227 (4A) of the Companies Act has been issued. This applies to 
manufacturing and other companies whose accounting year ends on or after 1. 1.1976. 
The Insititute has issued a Statement dealing with the provision of this order and the 
attention is invited to the same. At the same time it should be remembered that an 
auditor is not expected to perform duties which fall outside the scope of his 
competence. The professional qualifications, skill and judgement required of an auditor 
do not include those of, for example, as valuer, an appraiser, or an expert in materials, 
when he physically verifies the existence of stock. Similarly, although the auditor 
should have a general knowledge of commercial law (particularly company law and 
direct tax laws) he is not a legal adviser, and is entitled to rely upon the advice of 
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solicitors or counsel on legal matters. 

1.4 It is emphasised that having regard to the variety of activities carried on by 
companies, it is not possible in a Statement of the size and nature to deal exhaustively 
with all the problems which may arise in practice. This Statement has been prepared 
primarily from the point of view of the audit of manufacturing and trading companies 
and does not deal with the special problems which may arise in other types of businesses.' 
It is by no means a complete statement of the work involved even in the audit of 
manufacturing and trading companies, as many of the routine duties of an auditor, 
with which members are, no doubt, conversant, have not been dealt with, while an 
attempt has been made to deal in some detail with certain aspects of audit work with 
which all members may not be equally familiar. This Statement is also not intended to 
provide legal interpretations of the various provisions of the Companies Act. 

1.5 It is now generally accepted that in the case of business where an adequate system 
of internal control is in force, the auditor is entitled to apply appropriate test checks. 
This Statement does not attempt to prescribe either the maximum or the minimum 
amount of work to be performed in an audit. The facts and circumstances of each case 
have to be taken into account in deciding upon the extent of the checking to be done. 

1.6 The duties and responsibilities of an auditor appointed under the Companies 
Act, 1956, are laid down in the statute, which requires the auditor to report to the 
members of the company on the account examined by him. The most important duty 
cast by the statute on an auditor is to examine the books of account and to report 
whether or not the accounts show a ‘true and fair* view of the state of the affairs of the 
company at tiK end of the financial year, and the profit or loss for the financial year 
ended on that date. It may not be out of place to state that an auditor must always bear 
in mind that audited accounts are frequently relied upon by creditors, employees and 
others besides the shareholders themselves. The fact that other persons who use the 
accounts may have to make adjustment therein to adopt the accounts for their own 
particular requirements does not detract from the truth and fairness of the accounts. 
Thus, the profits shown by the accounts may need to be adjusted for the purpose of a 
prospectus report, or taxation, or bonus to staff. 

1.7 It is the directors of a company who are primarily responsible for the preparation 
of the annual accounts and for the information contained in them. Even though the 
annual accounts may show the auditors’ influences (e.g. where the directors accept the 
aiulitors’ advice), the duty of the auditors is to express their oinnion on the accounts 
submitted by the directors and to state clearly in their report any reservations or 
qualifications.^ Therefore, while the recommendations made herein are addressed 
primarily to the members of the Institute in practice, it is suggested that persons 
responsible for the preparation of accounts may also take note of these 
recommendations. 

IJI These recommendations apply primarily to items which are material and 


'The Research Committee of the Institute has published research studies on **Audit of 
Banks'* and on “Cost Audit". 

^The Research Committee has published a Statenttnt on Qualification in Auditorls 
Report. The Council intctids to continue its practice of issuing further Statements,etc., 
for the guidance of members. 
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significant in relation to the affairs of a company. Items of little or no significance may 
be dealt with as may be found expedient, as it is neither desirabe nor necessary that 
members should devote their time and energies in the pursuit of matters of a trivial 
nature. However, freedom to deal expediently with non-material items should not 
extend to a group of items, whose cumulative effect on the accounts may be material 
and significant. 

1.9 While conducting an audit, the auditor should bear in mind the possibility of the 
existence of fraud or other irregularities in the accounts under audit. The financial 
position may be mis-stated as a result of defalcations and other irregularities. Tbe 
auditor recognizes that any fraud, if sufficiently material, may affect his opinion as to 
whether the accounts show a true and fair view and he takes this into account in 
conducting an audit. While an audit under the Companies Act is not intended and 
cannot be 'relied* upon to disclose all defalcation^and other irregularities, their 
discovery may be incidental to such an audit. Similarly, although the discovery of 
deliberate misrepresentation by management is usually more closely associated with 
the objectives of an audit, an audit cannot be relied upon toensuresuch discovery. The 
responsibility of the auditor for failure to detect fraud (which responsibility may differ 
as to clients and others) arises only when such failure is clearly due to his not exercising 
reasonable care and skill. 

1.10 The duty of safeguarding the assets of a company is primarily that of the 
management, and the auditor is entitled to rely upon the safeguards and internal 
controls instituted by the management, although he will, of course, take into account 
any deficiencies he may note therein while drafting his audit programme if an audit is 
to be conducted with the objective of discovering all frauds, in the first place, it would 
take a considerable amount of time and it would not be possible to complete the audit 
within the time limit prescribed by law for the presentation of accounts to 
shareholders. Further, such an audit would have to involve a detailed and minute 
examination of all the books, records and other documents of the company, the cost of 
doing which would be derived by the shareholders. Finally, it must be recognized that 
even if such an examination were to be conducted there would be no assurance that all 
types of frauds (of omission or commission, forgery, illegal receipts of commission, etc.) 
would be discovered. 

1.11 Nevertheless, the auditor is often in a position to discover frauds. Where, 
during the course of his audit he comes across circumstances which arouse his 
suspicion, he should decide whether a fraud, in fact, does exist and if so, whether it 
would be sufficiently material to affect his opinion on the accounts he is auditing. For 
example, frauds involving stocks or “teeming and lading in debtors could well be large 
enough, but defalcations from petty cash would usually be small. 

1.12 If after the auditor has completed his audit a fraud is discovered pertaining to 
that period, it does not necessanly mean that the auditor has been negligent or that he 
has not performed his duties competently. The auditor does not guarantee that once he 
has signed the report on the accounts, no fraud exists. If he has conducted his audit by 
applying due care and skill in consonance with the profMsional standards expected of 
him and has exercised reasonable skill and care, the audtior would not be held 
responsible for not having discovered that fraud. 
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GENERAL CONSIDERATIONS 


Trae and Fair 

2.1 The audited account should clearly disclose the results of the working of the 
company for the year, every material feature, and also transactions of an exceptional 
or non-recurring nature. In addition to these general requirements, the profit and loss 
account must disclose the items required and specified in Part II of Schedule VI. The 
recent amendments made required the disclosure of non-monetary information in the 
profit and loss account. The Institute has revised the publication No. 209, viz. 
Statement on the Amendments to Schedule VI to the Companies Act, 1956. A 
reference to this publication will enable the auditor to discharge his functions. 

2.2 The overall consideration should be that profit or loss for the year must be a “true 
and fair" figure. It is desirable that for the purpose of showing a true and fair view, the 
profit and loss account should give a figure of profit (both before and after tax) or loss. 
For this purpose, the vertical form of profit and loss account is recommended as it 
enables the profits/losses to be shown both before and after tax and is more logical in 
Its approach. No permission of the Central Government is required for presenting 
Profit and Loss Account in the vertical form. However, such permission is required in 
respect of the Balance Sheet prepared in the vertical form. 

Materiality 

2.3 It will be observed that at various places in Part II of Schedule VI reference is 
made to materiality, e.g., paragraph 3(xv). Materiality is also a matter of importance in 
relation to items in the balance sheet. Questions of materialty arise inter alia under the 
following circumstances: 

(a) when mistakes are discovered by the auditors in the accounting books and 
records, such as, in the calculation of depreciation, estimation of liabilities, 
valuation of stocks, etc., 

(b) when the question of disclosure of non-recurring or unusual items of income 
or expenditure in the accounts arises; 

(c) the manner and extent to which prior year adjustments need to be shown in 
the accounts; and 

(d) whether any items of income or expenditure or assets or liabilities is of such an 
amount that apart from statutory requirements it is necessary to disclose it 
separately. 

2.4 It is difficult to lay down any standards by which materiality can be judged. It is a 
matter in which the decision is arrived at on the basis of the auditor's professional 
experience and judgement. While there is no unanimity on this subject, it is generally 
felt that in respect of items appearing in the profit and loss account, and having an 
effect on the profit for the year, the materiality should be judgi»l in relation to the profit 
shown by the profit and loss account as also the total expenditure or income under that 
head. As regards items appearing in the balance sheet, it is generally felt that if they 
have no effect upon the profit for the year, materiality may be judged in relation to the 
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group to which the asset or the liability belongs, e.g., for any item of current assets in 
relation to total current assets, and any item of current liabilities in relation to total 
current liabilities. 

Comparative Study 

2.5 The figures for the previous year should not only be disclosed but should serve as 
a guide to the general scrutiny of the current year’s items. Comparisons with previous 
year’s figures are very important. A proper scrutiny of comparative figures would 
indicate important changes in the business of the company. Not only should each item 
appearing in the profit and loss account be compared with that of the previous year, 
but important ratios like the gross profit to sales ratio must also be compared. 
Enquiries may be made into the reasons for any material change in the ratios, or for 
ratios remaining constant where it is believed that there should have been a change. 
Clients should be asked to explain on each expenditure schedule any material 
variations from last year's figures and also the major reasons for any material changes 
in the gross profit ratio (with figures if possible). 

2.6 When the draft of the Profit and Loss Account and the Balance Sheet are ready, 
the auditor should compare certain key ratios with the norms for the industry 
concerned (if available) and with the corresponding ratios for earlier periods, of the 
same company. Any significant variation should be enquired into. The auditor should 
also review the various schedules for internal consistency, to ascertain whether they 
corroborate one another and collectively support the version given by the 
management. 

Accounting Policies 

2.7 While conducting the audit, the auditor should critically examine the 
accounting policies adopted by a company, and test them for conformity with 
recommendations of the Institute. If the matter is one on which there is no 
pronouncement by the Institute, the auditor should examine the acceptability for this, 
he may refer to the views of other Institutes and eminent writers (if available). The 
prime test should be; Is this treatment consistent with the basic principles of 
accounting? 

Internal Control 

2.8 The auditor should appraise the internal control in force, before he plans out his 
detailed audit programme. Flow Charting and use of the Internal Control 
Questionnaire are two important and effective methods for appraising the interna) 
control system. The use of Internal Control Questionnaire is becoming more common. 
The Institute has published an Internal Control Questionnaire, for members use. This 
can be modified to suit individual circumstances. The questions in the Internal Control 
Questionnaire should be so worded that most of them can be answered yes, no or not 
applicable’. An overall appraisal of the answers so recorded would indicate whether 
satisfactory internal control does exists or not. 

The auditor should discuss the completed Internal Control Questionnaire with the 
client’s staff especially the negative responses indicating weaknesses. 

The auditor should increase the volume of detailed work to be done by him inall areas 
where the internal control is weak, to such an extent that notwithstanding the 
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weakness in the internal control, he can express an opinion on the Tinancial statements. 
Simultaneously, he should advise the management of the weakness, and recommend 
improvements. 

Auditors’ Approach 

2.9 The auditor should bring to bear a professional approach to the affairs of the 
company, without prejudice to his statutory duties, his professional independence and 
ethical standards. Advice on financial planning, taxation, strengthening of internal 
control system and such other aspects of business management are illustrations of 
matters on which an auditor's advice would be greatly valued on account of its 
objectivity the overall view that he is able to take of the business as a whole and his 
intimate knowledge of the internal organisation. 

Objectives 

2.10 The auditor’s objective in regard to assets generally, is to satisfy that— 

(a) they exist; 

(b) they belong to the client; 

(c) they are in the possession of the client or persons authorised by him; 

(d) they are not subject to undisclosed encumbrances or lien; 

(e) they are stated in the Balance Sheet at proper amounts in accordance with 
sound accounting principles; and 

(f) they are recorded in the accounts (this will include scrap and waste). 

All the audit procedures should be devised accordingly. 

It is possible that a particular procedure may provide assurance regarding more than 
one of these six aspects; for example, a cash count will at once establish the existence, 
possession and the amount of cash. 

2.11 Similarly in respect of liabilities generally, the auditor's objective is to satisfy 
himself that— 

(a) the credit balances appearing in the books are really liabilities; 

(b) liabilities not recorded whether by accident or design are brought into books; 

(c) they are properly valued; 

(d) they are properly classified and disclosed. 

2.12 As regards valuation, the generally accepted convention is that fixed assets are 
to be stated at historical cost less depreciation, and other assets at cost or net realisable 
value, whichever is less. Generally liabilities are stated at their face amounts. If any of 
the assets or liabilities are denominated in foreign currencies, the auditor should ensure 
that they are translated into rupees, and the translation/conversion differences are 
dealt with in accordance with the Institute’s Statement on Accounting foi Foreign 
Currency Translation. 

Disclosure 

2.13 The auditor should ensure that there is adequate disclosure of all relevant 
information, especially matters required by law or by International Accounting 
Standards. Information necessary for a proper understanding of the financial 
statements should also be disclosed. Examples are: limited title to certain assets, 
contingent liabihties, etc. 
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It should be pointed out that disclosure is not a substitute for proper accounting, and 
therefore, the use of improper or unsound methods is not cured by mere disclosure. 

Proper Books of Account 

2.14 The auditor is required to report, among other matters, whether proper books 
of account have been kept by the company. I n this connection, the auditor should have 
regard to Section 209 and Section 541 of the Companies Act, 1956. 

Reporting 

2.15 The auditor should recognise that his entire work culminates in the issuance of 
an audit report, and this is the only method by which he can publicly express his views 
on the acccounts. Accordingly he should take great care in drafting his report. The 
form of audit report is to a large extent prescribed by statute, but if the auditor decides 
to qualify his report (and this decision should not be reached lightly), he should draft 
his qualificatory remarks carefully. The facts should be stated succinctly and clearly, 
and his criticism or adverse comment set out precisely. A qualification may relate to 
only some of the several matters on which the auditor is required to report; in such 
cases, he should limit his remarks accordingly. The auditor can also refer to the 
institute's publication. “Qualifications in Auditor's Report”. 

Working Papers 

2.16 It is necessary to prepare and keep adequate working papers to show precisely— 

(a) what work was done and by whom; 

(b) what explanations and information were given and by whom; and 

(c) what decisions on the various points were taken and by whom. 

Computers 

2.17 While the principles and concepts of auditing are applicable to computer-ba^ 
accounting systems to the same degree as to manual systems, the auditing techniques 
and procedures will need modification depending upon— 

(a) the extent to which Electronic Data Processing (E.D.P.) methods are used to 
compile and analyse accounting records. 

(b) the system of internal control in existence in the company in regard to— 

(i) flow of correct and complete data to the processing centre. 

(ii) processing, analyses and reporting tasks undertaken in the installation, and 
finally 

(c) the impact of computer-based accounting system on the audit trail that could 
otherwise be expected to exist in an entirely manual system. 

Where accounting systems depend exclusively or heavily upon computer-based 
applications and the entire task of compilation of and reporting on the accounts of a 
client has been centralised in an Electronic Data Processing environment, the auditor 
will need specialised knowledge of data processing systems and techniques in order to 
meet his professional responsibilities concerning audit. The auditing techniques to be 
used and the type of skills an auditor should possess would need an exclusive and 
exhaustive treatise which must remain outside the scope of this statement intended 
pri mar ily to deal with Accounting Systems which remain independent of the E.D.P. 
influence. 
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The following, however, is a very brief summary of the fundamental concepts an 
auditor should bear in mind while he is auditing the accounts of a client who uses a 
computer of his own or of a service bureau for all or some of his management 
infonnation systems. 

A. Where a Computer is used for CompiHiig Accounting Records 

If the system developed is such that a 'print out*(i.e. a visible record) is available at 
every stage, as in a manual system (e.g. Day Books, Statement of Journal Entries, 
Ledger, Trial Balance and so on) the audit trail remains complete and free of the 
E.D.P. influence. This gives the auditor all the freedom he needs to determine the 
extent and manner of verification of transactions, taking into account the internal 
check and control that exists within the organisation but outside of the Data 
Processing Centre. Nevertheless it would be necessary for the auditor to make 
enquiries and particularly satisfy himself on the following points: 

(a) adequate procedures exists to ensure that the data transmitted is correct and 
complete. 

(b) cross verification of records, reconciliation statements and control systems 
between primary and subsidiary ledgers do exist and are operative and that 
accuracy of computer compiled records are not assumed. 

Developments in Data Processing in India, insofar as accounting records are 
concerned, have not yet materially threatened the audit trail since extensive 'print outs’ 
are -made available, but the future points to the inevitable need for the auditor to 
acquire newer skills to deal with a computer environment when audit trails as are now 
known and accepted, might become expensive and even anachronistic. 

Where audit trails have been affected, the auditor will find that "visibility” has 
become poorer. This will force upon him the need to acquire skills to verify "invisible 
records”. Depending upon the degree of "visibility” he can adopt one or two courses. 

(1) Leave the processing part of the computer applications but verify the systems 
and controls that exist— 

(a) to ensure correct and complete data being made available for processing; 

(b) to provide for error detection and correction- 

(c) to restart compilation interrupted by power, mechanical or processing failures 
without duplicating the entries and records; 

(d) to ensure checks and controls on output for accuracy and completeness; 

(e) to provide adequate data security against fire and other calamities, wrong 
processing, fraud; 

(1) to prevent unauthorised amendments, corrections and processing instructions 
(Programmes) operating instructions as sequences; and 

(g) to keep custody of the data files. 

Many more "peripheral” checks may be added but the above would be the principal 
ones. The approach is referred to as auditing around the computer. 

(2) It is possible for the auditor to take the further logical steps to verify the 
programmes themselves and technically satisfy himself thatsystems, checks, controls, 
error detection and data security procedures are satisfautoiy. The auditoi could also 
use test-checks to test the system in operation and ask for special print outs by making 
use of programming facilities available within the installation or at his command to 
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improve the quality of his own audit and reduce time spent on detailed verification of 
transactions. This approach is referred to as auditing through the computer. 

Given the necessary skills, an auditor could, on request, audit the computer system 
itself. 

B. WhCTc the Computer is not used for Compiling 
Accounting Records 

In a situation where the accounting systems are manual but the computer is used for 
other management systems like production control, productivity analysis and 
reporting, customer order analysis and production scheduling, P.E.R.T. and so on, the 
auditor should get to know the tasks being undertaken, the systems that have been 
developed and the management reports that emanate from these applications. A 
studious and professionally oriented series of enquiries and discussions with those 
involved in these applications could well provide considerable information of value to 
improve the quality of his own professional work and enable him to better Judge the 
quality of the accounting systems and internal checks which come within his purview. 
It might also put him in a position where he might sharpen his qualitative judgement as 
to the state of affairs of the company as shown by the books of account. It might 
further provide him an opportunity to review his audit programme to reduce quantity 
and improve quality and thereby ensure that time—his own and that of his staff— are 
better spent. 


Chapter 3 

FIXED ASSETS* 


3.1 For a balance sheet to show a true and fair view of the financial position of a 
company, it should, among other things, distinguish clearly between fixed assets and 
other classes of assets, as the conventions as to the valuation of the several classes of 
assets vary. It is not always easy to divide assets into fixed or current assets as border 
line cases may often arise. Assets which may be considered as fixed assets by one 
company may be considered as current assets by another company, and sometimes, 
even by the same company, at a different point of time, depending upon the use to 
which the asset is put. A convenient working rule is to regard as fixed assets those 
acquired for the purpose of use in the business with the object of earning revenue and 
which are not intended for resale at a profit and conversion into cash in the ordinary 
course of business. 

3.2 It is the duty of the management to ensure that the fixed assets of the company 
are in existence and for this purpose, it is important that physical examination of 
plant and machinery and other fixed assets should be carried out periodically 


•The auditing aspects of this chapter are superseded by the Guidance Note on 
“Audit Fixed Assets” issued by the Auditing Practices Committee of the Council 
of the Institute of Chartered Accountants of India in April 1985. 



894 


PRACTICAL AUDITING 


depending upon the size of the company. The Order under Section 227 (4A) of the Act 
requires the auditor to report on the physical verification of the fixed assets by the 
management, and the treatment of the discrepancies, if any. 

The auditor is not required to physically verify the assets but the verification to 
be carried out by the auditor is usually by reference to documentary evidence available 
and by evaluation of the internal control. Assets in existence at the commencement of 
the year are normally verified by examining the schedule of fixed assets, ledger or 
icgister balances. According to the Order under Section 227 (4A) of the Act, the 
auditor has to report whether the company has maintained proper asset records as 
described in the Order. Proper inquiry should be made to ensure that all assets 
scrapped, destroyed or sold are recorded and the written down values adjusted, in 
appropriate circumstances a certificate should be obtained from a senior official 
and/or departmental managers that all items scrapped, destroyed or sold have been 
recorded in the books. 

3.4 Land and buildings should be verified by the examination of title deeds. If title 
deeds are held by other persons, such as solicitors or bankers, confirmation should be 
obtained directly by the auditors by asking clients to sign a letter requesting direct 
confirmation of documents held. 

Valnatlan 

3.5 Fixed assets should be valued at cost and depreciation should be written off on a 
proper and consistent basis. Cost includes all expenditure necessary to bring the 
assets into existence and to put them in working condition. By way of illustration the 
following may be mentioned. 

(a) legal charges and stamp duties in the case of land; 

(b) architect's fees in the case of buildings; 

(c) wages, salaries and installation expenses in the case of machinery and 

(d) interest on borrowings to the extent specified in paragraph 3.25. 

3.4 The Companies Act contains specific provisions regarding depreciation in 
Sections 205 and 350. Section 205 deals only with 4he minimum depreciation to be 
provided for befeore dividends can be distributed. Section 350 provides for the 
(tepreciation to be charged for the purpose of calculating managerial remuneration. 
The chaige to the profit and loss account for depreciation should be ascertaiiwd on a 
cbnsistent and “true and fair” basis. It may be noted that in some cases if the 
depreciation to be provided in the accounts is calculated in the manner provided in 
Sections 205 and 350, this may result in an inadequate provision. For examfrie, a 
building may have been erected on leasehold land, the lease of which expires in twenty 
years and the lease provides that on its expiry, the building will revert to the lessor 
without any compaisation to the lessee. In such a case the cost of the buildmg should be 
written off in twenty years, regardless of the fact that the minimum depreciation under 
Section 205 of the Companin Act presupposes a longer ''specified period”. In ail wteh 
cases, the directors may be requested to have the working life of the fixed assets 
estimated, in order to determine the annual true and fait charge for depreciation. 

3.7 A test check of calculations of depredation should be made, and the total 
depreciation arrived at should be conqiafed with that the preceding years. 
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Revaluation of Fixed Assets 

3Jt The question of providing funds for the replacement of fixed assets is a very 
important one, although there is no consensus of opinion on the subject in the 
accountancy professions all over the world. In the absence of such consensus of 
opinion, it is recommended that members should advise clients about the need for 
setting aside appropriate amounts, to provide for replacement of fixed assets either by 
periodic revaluation or by setting aside appropriate sums out of profits to reserves 
specifically set aside for the purpose. 

3.9 A revaluation means a revision of the book values of capital assets in accordance 
with a proper appraisal of such assets. In this context appraisal requires establishment 
of proper values by systematic procedure which may include physical examination of 
ascertaining the condition of each unit of plant, engineering estimates of future 
working life and the possibility of obsolescence. A valid appraisal should take into 
account all the factors affecting the values of assets, such as those enumerated above, 
and not merely some of them. An appraisal is usually made by independent and 
qualified persons such as engineers, architects, etc. The auditor should examine such 
appraisals as far as possible and in the absence of any suspicious circumstances, he is 
entitled to rely on and accept revaluation made by the experts. 

3.10 If a company revalues its assets in order to bring into the balance sheet their 
replacement cost, depreciation on fixed assets must thereafter be provided for on the 
basis of the revalued figures, it is not permissible to provide depreciation on historical 
cost once the assets have been revalued. The book entry for revaluation does not by 
itself create funds. It is only by providing depreciation on the enhanced values of the 
assets that sufficient funds can be retained in the business to ensure that they will be 
available at the time the additional outlay on replacement of fixed assets is to be made. 
Hence to continue to provide depreciation on the basis of the original cost or original 
written down values would defeat the very purpose of the revaluation. Any reserve 
created on revaluation is not available for distribution as dividend. 

3.11 The Department of Company Law Affairs has stated that depreciation for the 
limited purpose of computing the profits under Section 349 (i.e. for the purpose of 
determining managerial remuneration) may continue to be computed on the written 
down value based on historical costs and on the revalued figures, provided however, 
that the revaluation took place after the commencement of the 1956 Act. 

Assets Acqiriied on Hire Purchase Terms 

3.12 Although in such cases legal ownership does not vest in the company, such 
assets should be recorded at their cash value, which if not readily available should be 
calculated, by assuming an appropriate rate of interest. They should be shown on the 
balance sheet with an appropriate narration to indicate that the company does not 
have full ownership. 

Jointly Owned Assets 

3.13 Where a company owns assets jointly with others (otherwise than as a partner in 
a firm), the extent of the company's share in such assets, and the company's proportion 
of the originid cost, accumulated depreciation and written down value should be stated 
in the balance sheet. Alternatively, the pro-rata cost of such jointly owned assets may 
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be grouped together with similar fully owned assets. Details of such jointly owned 
assets should be indicated separately in the futed assets register. 

Basket Purchases 

3.14 Where several assets are purchased for a consolidated price, the consideration 
should be apportioned to the various assets in the ratios of their respective market 
values at the date of purchase, as assessed by expert valuers. 

GoodwiI 

3.15 In general, goodwill is recorded in the books only when some consideration in 
money or money's worth has been paid for it. Thus whenever assets are acquired for a 
price (payable either in cash or in shares) which is in excess of the value at which the 
assets are acquired, then the excess may be termed as “goodwiH”. 

3.16 As a matter of financial prudence, goodwill is frequently written off over a 
period of years by appropriation of profits. However, there is no consensus of opinion 
on this subject and many companies do not write off goodwill. 

Patents 

3.17 Patents may be acquired in two ways—(1) by purchase, in which case the 
purchase cost including incidental expenses, stamp duty etc., may be debited to the 
patent account; (2) by development within the company in which case the direct costs 
incurred in developing the patent may be capitalised. Patents should normally be 
written off over their legal term of validity or over their working life, whichever period 
is shorter. In any case, care should be taken to revise the write-off, if circumstances 
change so as to reduce or increase the expectation of working life. 

3.18 A not uncommon practice followed by many companies is that of writing off 
the cost of the patents, especially when they are developed within the company. 

Know-how 

3.19 Know-how is also normally created by purchase or acquisition and may be of 
two kinds; 

(a) relating to manufacturing process, and 

(b) relating to plans, designs and drawings of buildings and of plant and 
machinery. 

In cases where such amount is not charged to the profit and loss account in the year 
in which it is incurred, it should be slated in the balance sheet under a separatelteading, 
e.g., Deferred Revenue Expenditure, to be written off over the period of collaboration 
agreement. In some cases it may be diffK:ult to determine the period of write-off 
because the process may become obsolete owing to technological changes. The 
management should be requested to estimate the period over which they expect to derive 
the benefit of the amount paid for the acquisition of know-how and the cost should be 
written off over such period is smaller than the period of the agreement. Otherwise, the 
write-off should be over the period of the agreement. The amount of write-off should be 
revised if the circumstances regarding the expected useful life of the know-how 
change. 
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3-20 Payment for know-how may also be made in consideration of providing 
training to personnel or for the supply of technical information over a period of years. 
In such cases the treatment of expenditure on know-how would depend upon the 
circumstances of each individual case. 

321 If technical know-how is supplied for the plans, layout and designs of buildings 
and/or detsgn of the machinery then the amount paid in this behalf should be 
capitalised under the different asset heads, such as, buildings, plant and machinery 
etc. In such cases, depreciation should be calculated on the total cost of those a.ssets, 
including the cost of the know-how capitalised. 

3.22 Where the amount paid for know-how is a lump sum in consideration ot both 
the items (a) and (b) stated above, the Board of Directors of the company should be 
asked to apportion such consideration into two parts, and the auditor should satisfy 
himself that such appointment is prima facte reasonable and is based upon an 
acceptable basis. 

3.23 Where the consideration for the supply of know-how is a series or recurring 
annual payments over a period of years, such payments being described as royalties, 
technical assistance fees, contributions to research etc., the payments so made can be 
properly written off against the profits of each year. If, however, the essential nature of 
the consideration is a lump sum amount payable in instalments over a period of years, 
the mere fact that the payment is spread over a period of time cannot change the natuic 
of the payment and accordingly the lump sum amount must be treated as described in 
the immediately preceding paragraphs. 

Development Costs and other Expenses during Construction 

3.24 When a new factory is being erected, the question often arises regarding the 
treatment of general administrative and overhead expenses during the construction 
period. All expenses directly relating to construction, such as wages of workmen and 
salaries of technical staff and material consumed, should be capitalised. As regards 
general administrative expenses, these may also be capitalised but, before this is done. 
It must first be ensured that during such period the company has not carried out any 
trading manufacturing or selling activities preparatory to them. If such activities have 
been carried out then the proportion of the cost relating to them should be excluded 
and only the balance ofthe administrative cost capitalised. Inmost cases it is likely that 
a newly started limned company would have some activities other than those relating to 
the construction of the factory, e.g., maintenance of share department, secretarial 
department etc. In such cases an appropriate proportion of the overhead cost relating 
to such activities should not be capitalised. It will, therefore, be clear that in the 
majority of cases it would not be appropriate to capitalise all costs incurred as relating 
to construction. 

Interest on Borrowings 

3.25 The question often arises as to whether interest on borrowings can be 
capitalised and added to the cost of fixed assets which have been created as a result of 
such expenditure. The accepted view seems to be that in the case of a newly started 
company which is in the process of construction and erecting its plant, the interest 
incurred before production commences may be capitalised.'‘Interest incurred" means 
actual interest paid or payable in respect of borrowings which are used to finance 
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capital expenditure. In no circumstances, should imputed interest be capitalised, such 
as interest on equity or preference capital at a national rate. Interest on capital during 
construction paid in accordance with the provisions of Section 208 of the Companies 
Act, 1956, may, however, be capitalised as permitted by that section. Interest on 
monies which are specifically borrowed for the purchase of a fixed asset may be 
capitalised prior to the asset coming into production, i.e. during the erection stage. 
However, once production starts, no interest on borrowings for the purchase of 
machinery (whether for replacement or renovation of existing plant) should be 
capitalised. For an existing business, interest paid for financing a completely new unit 
or a substantial expansion undertaken by the company may be capitalised. Only the 
interest on monies specifically borrowed for the new expansion may be capitalised and 
that only for the period before production starts. Interest payable on fixed assets 
purchased on a deferred credit basis, should not be capitalised after commencement of 
production. 

3.26 The matters specified in paragraphs 3.24 and 3.25 arc discussed at greater 
length in the Institute's publication, ‘‘Study on Expenditure during Construction 
Period”, to which reference may be made. 

Commitments for Capital Expenditure 

3.27 The amounts of capital commitments outstanding is not a contingent liability 
and should not appear as such, but as a sepaiate note. For the purpose of ascertaining 
this figure, the company should take into account all contracts for capital expenditure 
which may have been entered into by the company prior to the balance sheet date This 
includes firm orders placed for capital equipment. This amount will have to be certified 
by the client, but can be checked by the auditor by referring the minutes sanctioning 
capital expenditure, by scrutiny of copies of guarantees given for deferred payment to 
foreign suppliers, advances paid, letters of credit opened etc. 

3-28 When advance payments are made to suppliers of machinery and other items of 
capital expenditure, such advances should be taken into account and only the net un¬ 
paid amount shown under this heading. 


Chapter 4 

INVESTMENTS 


Power to Invest 

4.1 When an investment is made, it should be ascertained whether the company has 
power under its Memorandum of Association to make such investment. Power to 
invest in shares of any company without restriction is not common. In some cases the 
power to invest is restricted to shares of companies whose trade is complimentary to 
the trade of the investing company. In yet other cases the company has power only lo 
invest funds which are not immediately required for the purpose of the business of the 
company. It is, therefore, important to ensuie that investments made are not ultra vires 
the company. 
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Legal Requirements 

4.2 It is essential to ensure that on purchase of investments, the requirements of 
Sections 292. 293(IXc) and 372 of the Companies Act, whenever applicable, are 
complied with. ITie power to invest the funds of a company has to be exercised at Board 
meetings or by persons to whom the power has been delegated by the Board m 
accordance with the provisions of Section 292. It should be noted that the persons to 
whom power has been delegated act within the limits o( authority delegated to them It 
IS also necessary to note that Sections l08Ato l08Drestrictacquisition by and transfer 
of shares to companies covered by Part A of Chapter III of the Monopolies and 
Restrictive Trade Practices Act, 1969. 

4 J In general. Section 372 provides that the investing company shall not invest in 
another body corporate to an extent exceeding I09^j of the subsenbed capital of that 
other body corporate I he aggregate of the investments in all bodies corporate must 
not exceed 30% of the subscribed capital of the investing company. Investments in 
bodies corporate in the same group should not exceed 20% of the subscribed capital of 
the investing company. The limit of 10% applies to the face value of the shares with 
reference to the subscribed capital of the company in which the investment is made, 
whereas the limits of 30% and 20%) respectively as aforesaid, apply to the amount 
invested with reference to the subscribed capital of the investing company. In 
computing at any time the aforesaid percentages, the aggregate of the investments 
made by the investing company in other bodies corporate, whether before or after the 
commencement of Companies (Amendment) Act, 1960 up to that time shall be taken 
into account. 

4.4 Investments in excess of the aforesaid limits can be made only with the prior 
sanction of the company in general meeting and the approval of the Central 
Government. Ibis does not affect investment in right shares offered under Section 81 
of the Companies Act. If the company wishes to make any further investment other 
than right shares, then, in computing at that time any of the aforesaid percentages, 
existing right shares held up to that time have to be taken into account along with the 
original investment. 

4.5 The particulars of investments in bodies corporate are required to be entered in 
the register of investments under Section 372(6) of the Companies Act. This register 
may be examined in order to ascertain the information regarding investments in 
companies in the same group. 

4.6 The Board of Directors of a company shall not make investment in another body 
corporate, unless it is sanctioned by a resolution passed at a meeting of the Board with 
the consent of all the directors present at the meeting except those not entitled to vote 
and unless notice of the resolution to be moved at the meeting has been given to every 
director in the manner specified in Section 286. 

4.7 An investing company is required to annex to its balance sheet a statement 
showing the bodies corporate in the shares of which investments have been made by it, 
and the nature and extent of the investments so made in each body corporate. By 
“natuie” is meant the class of security such as equity share, preference share, 
debenture, etc. By “extent” is meant the total number of share or debentures held, 
the face value and the book value of the investment. The statement should indicate 
separately the bodies corporate in the same group. Further, the statement should show 
all investments whether exisitng or not, made subsequent to the date as at which the 
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previous balance sheet was made out. However, companies dealing in shares need 
show only the investments existing at the date of the balance sheet. The expression 
“companies in the same group" is defined in Section 372(11) read with Section 370 
(IB). 

4.8 The auditors should verify whether the provisions of Section 49 regarding 
investments to be held in the company's own name are complied with. These 
investments would also include investments in immovable property. The register 
required to be maintained under Section 49 of the Act may also be examined. Such 
register is required to be maintained where investments are not held in the company’s 
own name. 

Veriflcation 

4.9 Ordinarily, the purchase of an investment is vouched with a broker's contract 
note, bill of costs and stamped receipt. A similar procedure is followed when 
investments are sold. Where the amounts involved are substantial, the prices should be 
compared with the stock exchange quotation where available on or about the date of 
purchase or sale. Where investment have been sold at a price less than that at which they 
were purchased, enquiry should be made in regard thereto as required under Section 
227(1 A). 

4.10 In the case of a rights issue, the offer to the company contained in the letter ol 
rights should be examined, particularly with a veiw to seeing that the company has 
.subscribed for the full number of shares to which it is entitled or alternatively the rights 
have been sold and the sale proceeds accounted for, or the rights have not been utilised. 

4.11 As regards bonus shares, the offer to the company for such issue should be 
examined with a view to ascertaining the receipt of the requisite number of shares by 
the company. 

4.12 Clients should be advised not to keep their investments in their offices but to 
deposit them in safe custody with bankers. Where investments are held by the clients in 
their office, they must be examined at the close of business on the last day of the year or 
at the commencement of business on the first day of the following year. All investments 
held by a company including deposit, provident fund investments etc. should be 
examined simultaneously. Where investments are held by banks, confirmatory 
certificate should be obtained directly from the banks. For this purpose, the 
standard from the bank confirmation is recommended in Appendix A. Where a 
substantial number of investments are kept by a company in its office, in addition to an 
annual examination at the end of the year the auditor should carry out a surprise 
inspection of the investment on hand once a year. 

4.13 If investments are held on blank transfer or are not in the name of the company, 
inquiry should be made to ensure that there are bonafide reasons for doing so. 
Attention is invited to Section 108 which prescribes the period of validity of blank 
transfers. The provisions of Sections 49 of the Companies Act should be borne in mind. 
Where shares are held by companies in the name of nominees as permitted by law [vide 
Section 49(2) and (3)] blank transfer deeds duly signed by he nominee with the name of 
the transferee company entered and letters of trust should be examined. The provisions 
of Section 108 regarding stamping of transfer deeds are not applicable to such cases. 

Valuation 

4.14 Investments are ordinarily valued at cost. Whenever there is a sale of an 



APPENDICES 


901 


investment, the profit or loss should be adjusted. Costs such as transfer fees, stamp 
duty, etc., should be capitalised. 

4.15 The following exchanges are to be treated as recognised stock exchanges (per 
notification of the Government of India): 

Ahmedabad 

Bangalore 

Bombay 

Calcutta 

Delhi 

Hyderabad 

Indore 

Madras 

London 

Although the definition of quoted investments under the Companies Act only covers 
securities quoted on the stock exchanges listed above where shares are listed on other 
reputed stock exchanges abroad, such as the New York Stock Exchange, it is 
recommended that separate particulars of book values and market values of such 
investments may be given. 

Ownership Flats 

4.16 Amounts paid for the purchase of flats or premises should normally appear 
under the heading of‘‘Fixed Assets”, and as such, should be depreciated. This would 
also apply to cases where premises are acquired by way of purchase of shares in co¬ 
operative societies. The cost of such flats, including the cost of any such shares, should 
be shown as “Fixed Assets”, with a note disclosing the number of co-operative society 
shares held. When such shares are registered, under the rules of Society, in the names of 
individuals and not the company, letters should be obtained from the individuals 
concerned to the effect that they are only trustees and that they have no right, title or 
interest in the properties. 

4.17 It may be mentioned in this context that premises may also be acquired byway 
of purchase of shares or debentures in Joint stock companies. Whether such 
investments should be shown under the heading “Fixed Assets” or “investments” 
would depend upon the circumstances of each case, taking into account the fact that 
what is important is not the form but the substance of the transaction. Moreover, the 
instructions imposed by Section 372 on investment in shares would apply to this 
investment if the company is a Public Company. 

4.18 It is recommended that companies having a considerable nhmber of 
investments should keep a separate dividend register or other records in order to 
correlate the dividends received with the investments held. Where dividends are 
received, the dividend warrant counterparts will be duly examined. If no dividends are 
shown in the records as received, the published accounts of the company should be 
examined to ascertain that no dividends were declared by that company for that year. 

Bonus Shares 

4.19 When bonus shares are received by a company in respect of its holding in 
another company, the correct accounting treatment would be to increase the number 
of shares held by the number of bonus shares received without making an entry in the 
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value columns. The result will be reduction in the average rate at which the shares are 
earned in the books. 

Right Shares 

4.20 When right shares offered are subscribed for, the cost of the righi shares is 
added to the value of the original holding. If rights are not subscribed for but are sold 
on the market, the resulting profit is a capital gain which may be taken to the profit and 
loss account if the Memorandum and Articles ol the company do not prohibit it. in 
certain circumstances (i.c. where the market value of the original holding has fallen 
below its cost) it may be appropriate to apply the sale proceeds of rights to reduce the 
cost of the original holding. 


Chapter 5 

INVENTORIES 


5.| Inventories normally comprise (i) stores and spare parts (ii) loose tools (lii) raw 
materials (iv) materials in process (v) finished products and (vi) waste or by-product. 

Verification 

5.2 The verification of inventories by physical count is primarily the duty of the 
management. The auditor is not required to carry out such a verification and in many 
cases is not professionally qualified to do so on account of his lack of technical 
knowledge and requisite staff. He is entitled to rely on the records of the concern and 
the certificate issued by the management: but before accepting such a certificate he is 
expected to exercise reasonable care and skill to satisfy himself that t he procedures laid 
down by the management are such as would enable it to honestly give such a certificate 
and also that these procedures have been followed. 

5 J For valuing the inventories for purposes of the Balance Sheet, the quantities in 
stock as at the year end have to be determined. Management may do this either by 
physical verification at the year end, or by adopting book figures, if a satisfactory 
system of continuous stock taking is in operation. 

5.4 Where inventories are verified by the management as at the end of the year, it is 
more useful to enquire into the methods and procedures of verification followed by the 
management, than for the auditor to himself carry out a test verification of the 
inventories. This could be done on the following lines: 

(a) Before commencement of the actual verification, he should suggest to the 
management that instructions be issued to the staff entrusted with the work of 
verification. He should examine these instructions, as also the programme of 
verification, to satisfy himself that the work is properly organised to 
adequately cover the different types and locations of the stocks. By way of 
illustration, a specimen set of instructions is given in Appendix A. 

(b) The auditor should review the original physical verification sheets and trace 
selected items—including the more valuable items into the final inventories. 
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(c) Wherever practicable, the auditor should, by special arrangement with the 
client, be present for at least part of the time, when the physical verification is 
done and also to carry out a test check of the work performed. In respect of 
major items of stocks held at locations not normally visited by the auditor for 
his presence may not be possible in all cases, but it is recommended that he 
may be present in rotation, say once in every few years. 

5.5 Under certain circumstances, the management may find it convenient to carry 
out the annual verification of stocks, not at the end of the year but as at some earlier 
date. In such a case the auditor may inspect the verification sheets and satisfy himself 
that the stock records are duly adjusted to take into account the shortages and excesses 
notified on verification. The auditor should also ascertain that proper and reliable 
stock records have been kept. 

5.6 Where inventories have been verified by means of a system of continuous stock 
taking, the auditor could proceed as under; 

(a) He should suggest to the management that the persons entrusted with the 
verification (i) should be reasonably competent for the purpose, (li) do not have 
other duties which would not leave them sufficient time for carrying out the 
verification and (iii) do not have custody of the stocks and/or are not responsible 
for maintenance of stock records 

(b) He ma> review the records of the verifiers showing all the items verified (and not 
merely the discrepancies) and enquire whether the physical verification carried 
out during the year has covered a substantial part of the inventories. 

(c) He should test check the list of discrepancies to ensure that the same have been 
adjusted in the stock records. 

(d) Wherever feasible, he should carry out a test check during the year of the physical 
existence of the stocks in order to satisfy himself that the stock records do in fact 
correctly reflect the stocks in hand 

(e) He must test check the annual inventories with the stock records. 

5.7 In respect of stocks which are not in the clients’possession e.g., goods sent on 
consignment, goods pledged with banks, etc., the auditor must examine confirmations 
from the parties holding the stocks. 

5.8 I n respect of materials in process, a physical verification by the management may 
not be possible in all cases. In such a case, the auditor would be expected to review the 
statements submitted by the management and satisfy himself that the basis of 
valuation is reasonable, particularly having regard to the quantities stated to be in 
stock at different stages of production. 

5.9 The auditor may in appropriate cases, address a suitable letter to the client to 
ensure compliance with stock-taking procedures. 

Cut-ofT of Transaettom 

5.10 An important aspect to which the auditor is expected to devote his attention is 
the procedures followed by the management regarding “cut-off", that is, the procedures 
employed to ensure a separation of transactions as at the end of one year from those at 
the commencement of the next year. The auditor should satisfy himself by 
examination and test-check that these procedures adequately ensure that: 



904 


PRACTICAL AUDITING 


ta) Goods purchased for which property has passed to the client have in fact been 
included in the inventories and that the liability has been provided for; 

(b) Goods purchased and provided for have been included in the inventories; and 

(c) goods sold have been excluded from the inventories and credit has been 
taken for the sales. 

5.11 The auditor is also expected to devote attention to the items in the inventory 
which appear to be slow-moving or obsolete and he should enquire whether suitable 
adjustment is made against them. 

Valuation 

5.12 The basis on which inventories are valued is determined by the management. 
The normal basis is cost or net realisable value whichever is lower. For this purpose 
cost is to be arrived at by taking the agregate of cost of purchase, costs of conversion 
and other costs incurred in bringing the inventories to their present location and 
condition. The net realisable value is the estimated selling price in the ordinary course 
of business less costs of completion and costs necessarily to be incurred in order to 
make the sale. The method of valuation based on purely arbitrary write-off not justified 
by estimates or marketability cannot be considered as an acceptable basis of valuation. 
In appropriate circumstances, having regard to the industry e.g. plantations, 
inventories may be valued at market value or at prices subsequently realised. 

5.13 -The Institute has accepted the obligation* of enforcing International 
Accounting Standards. However, implementation of these Standards in India has 
been postponed for the time being. IAS-2 “Valuation and Presentation of inventories 
in the commit of Historical Cost System” will have to be complied with as from the date 
on which t|ie Institute decides to implement this standard. The auditor should bring 
the same to the notice of his clients. 

5.14 The auditor is not a valuer but he is expected to examine the valuation of 
inventories in the following respects; 

(a) Wijthin the limits of his knowledge and by means of a test check of the records 
and other information available to him, he must satisfy himself that the 
inventories have been correctly valued on the basis stated. 

(b) He must ensure that the basis of valuation has been consistently adopted from 
year to year. Where the basis of valuation is clianged, it would amount to a 
change in the basis of accounting and if the effect on profits is material, 
adequate disclosure should be made in the accounts or the notes. It may be 
noted that a similar situation may arise when the method suggested in 
International Accounting Standard-2 is adopted for the first time. 

5.15 In carrying out his examirmtion of the existence and valuation of inventories, the 
auditor is expected to use his own discretion regarding the extent of examination and in 
suitable circumstances may adopt a system of test checking by statistical sampling or 
otherwise. He is. however, expected to make an intelligent scrutiny of the stock sheets 
and within the limits of his knowledge and ability to devote particular attention to 
items which have a material bearing on the inventory and to items whose quantities or 
values appear to be unreasonable. 

5.16 The auditor is not expected to make a detailed examination of the cost records, 
but he should enquire into the general basis on which costs have been determined. 
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Wherever feasible and particularly when only a single or a few major products are 
produced he may call for a reconciliation of the total cost of production for the year as 
determined by the cost records with the total expenses as per the financial books and 
revihw this reconciliation. Where standard costs are used or where overheads are 
charged at standard rates or percentages, he may examine the variances from actuals 
and, where these are significant, ensure that appropriate adjustment is made to the 
inventories. 

5.17 It is recommended that the auditor maintains on his audit file a summary of 
each inventory as also details regarding the extent of his verification. He should also 
obtain from the management a certificate concerning the existence, title and value of 
the inventories and containing details of charges, if any, created against them. (Vide 
Form Nos. 1 and 2 in Appendix C). 

Section 227 (4A) 

5.18. The Central Government has issued an Order under Section 227 (4A)directing 
the inclusion of a statement on certain matters in the audtior's report in regard to 
stock-in-trade. It is necessary for the auditor to comply with these requirements. The 
Institute has issued a separate statement on this Order and a reference may be made to 
the same. 


Chapter 6 

CASH AND BANK BALANCES 

6.1 The auditor should carry out cash verification at the year end or by way of a 
surprise check any time during the year. Postage and other stamps are often grouped 
with cash in the balance sheet. All funds in the same location should be produced 
simultaneously. If the cashier h iS access to funds belonging to other entities, e.g. 
associated companies, staff clubs, etc., the auditor should seek the co-operation of 
these entities in ensuring that all funds are checked simultaneously. If lOUs are found 
in the balance, the matter must be taken up with a senior official of the company and an 
explanation obtained. Where the whole or a part of the cash is maintained either at an 
upcountry branch or factory and is not therefore conveniently accessible to the auditor 
for verification, the clients may be advised to deposit the entire amount of cash on hand 
on the last day in the bank. The auditor should carry out a surprise cash verification 
whenever he visits such an upcountry branch or factory during the course of his audit. 

6.2 It is recommended that there should be at least one surprise cash verification 
every year wherever practicable. In this connection, reference is invited to the 
Institute’s Guidance Note on “Surprise Checks” published in the Institute’s Newsletter 
of November 1975. 

6J All banks accounts should be confirmed by direct confirmation from bankers. 
For this purpose clients should be asked to send a letter in the Form given in Appendix 
B, to each of their bankers. The letter should be signed by persons authorised to 
operate accounts. 
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6.4 Where material amounts are held in bank accounts which are blocked, e.g. in 
foreign banks with exchange control restrictions or any banks which are under 
moratorium or liquidation, it is desirable that this should be disclosed. 


Chapter 7 

DEBTORS, LOANS AND ADVANCES 


7.1 The auditor's main objective in regard to these assets is to ascertain that they are 
staled at realisable amounts 

7.2 As part of his appraisal of the internal controls, the auditor should also review 
the system of credit control m force. Specifically, he should ascertain the basis for 
setting credit limits and terms, and the persons authorised to sanction credit. 

Verification 

73 Verification of debtors’ balances is carried out by employing the following 
procedures; 

(a) Year and scrutiny and checking of balances; 

(b) Test checking of subsequent recoveries; and 

(c) Direct confirmation procedure. 

7.4 Direct confirmation of balances from the debtors is the best evidence in support 
of outstanding balances. But such confirmations are not always available and it should 
be remembered that such confirmations will not bring to light suppressed debtors' 
balances, resulting from the suppression of sales. It is recommended that members 
should resort to direct confirmation of balances along the lines suggested below. 

Direct Confirmation Procedure 

73 Confirmatory letters* should be obtained from the debtors directly by the 
auditor. Arrangements should be made with the client for sending out these letters to 
the debtors. Confirmation procedures should be carried out within a reasonable period 
from the end of the year. Letters may be sent either (i) as at the date of the balance sheet 
or (ii) as at any other selected date before the close of the year. The date should be 
mutually settled in consultation with clients, it must be ensured that books are written 
up to the date selected for confirmation of balances so that the correct balances are 
confirmed. 

7.6 The auditor should see that the debtors’ ledger trial balance is extracted by 
clients and agreed with the control account, if any. Where the number of debtors is 
small, ail of them may be circularised, but if they are numerous this could be done on a 
test basis. 

7.7 The method of selection of the customers to be circularised should not be 
revealed to the client until the debtors* ledger trail balance is handed over to the 
auditor. A list of debtors selected for confirmation should be prepared in duplicate and 
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a copy handed over to the clients for preparing requests for confirmation which should 
be properly and fully addressed. The client should enclose stamped envelopes bearing 
the auditor's name and address for confirmation The envelope m which the request for 
confirmation is sent should also bear the auditor's rctui n address so that all undelivered 
letters would be returned to him, and not to clients. 

7.8 Clients’ staff should not be given an opportunity to prevent despatch of the 
confirmatory letters to any particular debtors. For this purpose confirmation letters 
should preferably be posted by the auditor’s own staff. Confirmation of debtors’ ledger 
balance does not end with the sending out of requests for confirmation. Replies 
received should be carefully gone through and in cases, where balances are not agreed, 
clients should be asked to investigate Reminders may be sent to customers who have 
not sent replies. It should be noted that the fact the balance has subsequently been 
collected is not necessarily a reason why confirmatory letters should not be sent. 
Confirmatory letters may be sent in Form No. I in Appendix D. 

7.9 In appropriate cases, (e.g. where there are a large number of small balances due 
from customers, as in an electricity supply undertaking), a negative confirmation 
procedure may be followed. Form No. 2 in Appendix D may be used for this purpose. 

7.10 Auditors are increasingly facing problems of non-response to confirmation 
requests. Verification of subsequent realisation is the most widely used alternative 
procedure, but this is valid only if the documents emanating from the debtor (e.g. 
correspondence, cheque forwarding letters) identify the bills in respect of which the 
payments are made. In such cases, the auditor should recognise that the fact that a 
payment has been made does not provide proof that the debtor has no claims against 
the company (e.g. for short supplies or defects in quality) at the confirmation date. In 
cases where a reply is not received a reminder may be sent and in suitable cases the 
auditor may also correspond directly with the party. 

7.11 While comparing the debtors’ ledger balances on to the schedules, for checking 
their agreement with the control accounts, the auditor should examine. 

(a) Whether the schedule shows the age of debts: (In this context the auditor 
should be alive to the possibility that a customer may keep one bill pending, 
perhaps due to some dispute, but pay subsequent bills. 1 herefore.collections 
should be matched against bills in accordance with the customer’s 
instructions, and only if there are no such instructions the client may be 
allowed to appropriate the collection against any particular bill). 

(b) Whether the amounts outstanding are made up of specific items which are not 
overdue, having regard to the policy of the company. 

(c) Whether provisions for allowances, discounts and doubtful debts are 
required. The auditor should recognise that the confirmation of the balance 
by a debtor does not by itself evidence its realisability. Accounts in which 
round sum collections in small amounts arc credited, should receive spetaal 
attention, as this may indicate that the debtor is in a difficult financial 
position. 

(d) Whether transfers from one debtors’ account to another are properly 
supported by correspondence. 

7.12 The following are indications of doubtful and uncollected debts: 

(1) The terms of credit have been continuously ignored. 
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(2) Payments are being made on account but the balance is continuously 
increasing. 

(3) An old bill has been partly paid (or not paid), while later bills have been fully 
settled. 

(4) Customer Who formerly paid cash now accepts bills of exchange. 

(5) Old debts handed over to lawyers for filing suit. 

<b) The presence of discouraging correspondence 
(l) Amounts due from former employees. 

(8) Collection is barred by statute of limitation. 

(9) Debtors have either become insolvent or gone into liquidation or 
disappeared, or have gone out of business or have deceased. 

7.13 The auditor should ascertain the practice followed by the company in respect of 
bills accepted by customers and discounted with the company's bankers. If the practice 
is to credit the customer's account, the auditor should ensure that the related 
contingent liability is properly disclosed. 

7.14 Bad debts written off or excessive discounts or unusal allowances should be 
noted and verified with the relevant correspondence. Piopei authorisation should be 
inspected. 

7.15 Debts often include claims made against insurance companies, shipping 
companies, railways, etc., and the auditor should ascertain that the claims are 
realisable. Correspondence should be seen in all major cases in order to ascertain 
whether the claims have been acknowledged or whether there is a reasonable 
possibility of their being realised. If it appears that they are not collectible, they may be 
shown as doubtful. 

7.16 Confirmatory certificates in accordance with Form No. 3 in Appendix D 
should be obtained from a responsible official in respect of debtors' balances and their 
classification for balance sheet purposes. 

Loai» and Advances 

7.17 in general the procedure outlined above in regard to debtors is applicable. 
Attention should be directed to the sanctioning of loans by the Board of Directors, the 
purpose of the loans, and the provisions of Sections 292,295 and 370 of the Companies 
Act which place restrictions on the giving of loans by companies. 

7.18 The auditor should examine all the documents relating to the loan and satisfy 
himself that the borrower is competent to receive the loan. This would include perusal 
of the borrower's constitution and opinions of legal counsel, where applicable. In case 
the borrower is a company, the auditor should enquire whether the linking company 
has satisfied itself about the compliance by the borrower with the provisions of Section 
293 (where applicable), 292, and 58 A of the Companies Act, 1956 as also the Reserve 
Bank of India's sanction under Section 26(7) of the Foreign Exchange Regulation Act, 
1973, where applicable. 

7.19 The auditor should satisfy himself that loans, advances or deposits made by the 
company are /ntrav/res the powers ofthe(x>mpany as laid down in its Memorandum 
am) Articles of Association. The auditor should also satisfy himself that advances, 
loans, deposits, etc. have prima facie been made with a view to facilitatii^ the business, 
of the company. 
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7.20 The provisions of Section 370 of the Companies Act which place restrictions 
upon loans or guarantees by companies generally (and not merely to companies under 
the same management) should be noted. The general effect of this section in so far as it 
concerns loans is as follows: 

(a) Loans may be given to bodies corporate not under the same management 
without obtaining the sanctions otherwise required by this Section, up to a 
limit of 10% of the capital and free reserves of the lending company. 

(b) Loans in excess of the above limit require prior approval by special resolution 
of the members of the company. 

(c) In addition to the special resolution, approval of the Central Government is 
necessary where the loans made to bodies corporate — 

(i) under the same management exceed 20% of the capital and free reserves of 
the lending company; and 

(li) not under the same management exceed 30%. ol such capital and reserves. 

7.21 7 he auditor should consider, after appropriate inquiries as staled in the 
Institute's publication No. 204, “Statement on Section 227 (lA) of the Companies Act, 
1956” whether it is necessary to qualify his report in any manner. The auditor should 
also examine whether the borrower has been repaying the principal amounts as 
stipulated and is regular in payment of the interest; if not, whether reasonable steps 
have been taken by the company for recovering the principal and interest (Section 
227(4A) of the Companies Act, 1956, and Order thereunder). 

7.22 For the purpose of Schedule VI, a loan or an advance should be treated as 
secured only if assets, whether or not belonging to the borrower, are charged in favour 
of the company. 


Chapter 8 

CAPITAL AND RESERVES 


8.1 The authorised capital shown in the balance sheet should be checked with the 
Memorandum of Association of the company. The minutes of the general meeting 
should be examined to see if any change in the capital structure has taken place since 
the last balance sheet and whether it is properly authorised. The office copy of the 
return filed with the Registrar of Companies may also be seen (vide Section 97). The 
auditor should enquire whether the Central Government has ordered under Section 
81(4) or directed under Section 93A(2) of the Companies Act, 1956, the conversion of 
debentures or loans into share capital, resulting in an increase in the nominal capital of 
the company, by virtue of Section 94A of the Act. 

Verification of Issued and Paid-up Capital 

8.2 A list of members together with shares held by them and the amounts paid-up 
thereon should be available with the company as at the balance sheet date and this 
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should agree with the details of capital shown in the balance sheet. Where the number of 
shareholders is very large the list as at some other date may be verified, if there is a good 
system of internal control. A copy of the annual return filed under the Companies Act 
or a list of members prepared for issuing dividend warrants may be examined in such 
cases. Where the registration work is carried out by independent specialised concerns, 
a certificate should be obtained that the balances on the share registers agree with the 
issued capital on the balance sheet date. The auditor should, however, note that such a 
certificate does not reduce his responsibility The auditor should review the schedules 
of calls in arrears and calls in advance, and ensure that interest is provided in 
accordance with the Articles of Association. For convenience, interest on calls in 
arrears may be accounted at the time of receipt I'he schedule of calls in arrears should 
show separately the amounts, if any, due from the directors. The auditor should review 
the schedule to satisfy himself that the calls in arrears are not lime barred and are 
recoverable 

8.3 The auditor should review the Minutes Books to ascertain whether any changes 
have taken place in the capital structure of the company. By way of illustration, the 
following may be mentioned ; 

(a) Forfeiture/Surrender 

(b) Sub-division 

(c) Consolidation 

(d) Reduction under Section 100 

(e) Issue of new shares 

(If Redemption of pielerence capital 

(g) Conversion of loans and debentures into share capital. 

8.4 If theCcntral (jovernment has passed any orders under Section lOHD orScction 
250 of the Companies Act, 1956 fietving the voting rights of any shareholders, the 
auditor should be particularly careful to examine whether ail resolutions are properly 
passed, in case ol doubt he should take legal ads ice and act accordingly. 

Subscription in Cash and Kind 

8.5 I he law requires a distinction to be made between shaic.s subscribed for in cash 
and shares subscribed for consideration other than in cash Shares subscribed for in 
cash should include only the following kinds of subscription: 

(a) where the subscription amount is received either in cash or by cheque, 

(b) where the amount is adjusted against a huna fide debt payable in money at 
once by the company (This arises from the principle in Spargo's case 1873 
8 Ch A 407). 

8.6 1 he question whether the legal position as stated above has been modified inany 
way by the provisions of Section 227( I A)(f) of the Companies Act, 1956 has now been 
considered by an eminent Counsel Counsel has advised that Spargo's case is still good 
law and that the provisions of Section 75 (1) (a) are not incompatible with those of 
Section 227(1 AMf). Extracts from the advice received from Counsel arc given in 
Appendix E. 

8.7 Where the subscription for share capital is paid into a banking account in a 
foreign country, it should be ensured that the amount paid in the foreign country is 
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such an amount as, if remitted into I ndia on the day on which the deposit is made in the 
foreign country would have realised in Indian rupees a sum equal to the amount 
credited as paid up on the shares. 

8.8 if a new issue of shares has takan place during the year under audit, inquiries 
should be made to ascertain that it is properly authorised in the manner prescribed by 
the Articles and that the consent of the Controller of Capital Issues has been obtained 
if the issue is in excess of thC “free” limit, which at present is Rs. 50 lacs All issues of 
bonus shares, regardless of the amount involved require the Controller’s sanction. The 
provisions of Section 81 of the Companies Act must be complied with where 
applicable. If the shares are not offered to the existing shareholders in accordance with 
Section 81 it would be necessary for the corhpany to obtain a special resolution The 
minutes of the board of directors or a duly authorised committee should be seen in 
respect of allotment of the shares as also the return of allotment under Section 75 of the 
Companies Act The auditor should also examine, in appropriate cases, the approvals 
obtained under Section 21 of the Monopolies and Restrictive Trade Practices Act. 
1969 and Section 19 of the Foreign Exchange Regulation Act, 197.1. 

8.9 The auditor should also examine the conditions, if any, on which the Central 
Government, in exercise of its powers under Section 3 of the Capital Issues (Control) 
Act, 1947 (XXIX of 1947) may have permitted the company to issue shares. The 
auditor will also examine whether the share allotment has been made in accordance 
with the principles, if any, that may be prescribed by the stock exchange at which a 
quotation for the shares may be applied for, as the auditor is required to certify to the 
stock exchange the company’s compliance with those principles. 

8 10 Where shares are issued for consideration other than cash, for example for 
supply of machinery or know-how. the contract under which such shares arc issued 
should be carefully examined It should partirulaily be seen that the consideration for 
which shares are issued viz. supply of machineiy or know-how is prima facie fully 
received. Where shares are allotted by debit to a person’s account, inquiry should be 
made as to how the credit balance in that account has arisen and whether it a rose for a 
valid consideration 

Options 

8.11 An option on shares arises when a person has acquired a right undei an 
agreement with the company to subscribe for shares in the company, if he so chooses. 
Such options generally arise under the following circumstances. 

(i) under promoter's agreements, subsequently ratified by the company, or 

(ii) collaboration agreements, oi 

(ill) loan agreements, debenture deeds, or 

(iv) agreements to convert preference shares into equity shares, or 

(v) other contracts, such as for the supply of capital good.s and/or oihci 
merchandise. 

8.12 Where options are attached to debentures or loans issued or raised after 1st 
January 1964, it should be seen that the following conditions are satisfied : 

(a) The granting of the options should be approved by the Central Government, 
before the issue of debentures or the raising of the loans or be in conformity 
with the rules made by the Government, and 



912 


PRACTICAL AUDITING 


(b) In the case of debentures or loans obtained from persons other than the 
Government or any institution specified by the Government, the granting of 
the option should have also been approved by a special resolution of the 
company in general meeting before the issue of debentures or the raising of 
the loans. 

8.13 Prior to 28th December I960, there were no such provisions as mentioned 
above. The only requirement was to obtain a special resolution when the shares were 
issued against the option 

Application Moneys and Calls Received in Advance 

8.14 Schedule VI of the Companies Act I9S6 does not specifically provide for these. 
However, as share application moneys and calls received in advance are, subject to two 
exceptions, to be transferred, in due course to share capital, they should be Shown in 
the balance sheet undei a separate heading, between “Share Capital” and “Reserves & 
Surplus”. The two exceptions are in respect of (a) invalid or revoked applications (b) 
excess application moneys received due to over subscription. In these cases, the 
amounts involved may be shown as part of Current Liabilities. 

Reserves 

8.15 Reserves should be distinguished from provisions. For this purpose, reference 
may be made to the definition of the expressions “provision” “reserve”, etc. in Part 111 
of Schedule VI to the Companies Act. It is important to remember that any amount 
provided in excess of the requirements is in the nature of a reserve and should be shown 
as such. 

8.16 It IS also necessary to make a distinction between capital reserves and revenue 
reserves in the accounts. A revenue reserve is a reserve which is available for 
distribution through the profit and loss account. 

8.17 The auditor should examine whether the provisions of Section 20S(2A) and 
Section 205(3), and the rules thereunder as also the provisions, if any, in loan 
agreements, relating to the creation of sinking funds, have been complied with. 

8.18 Grants, contributions and subsidies received for meeting capital expenditure 
can be shown by way of deduction from the cost of the relevant asset. Alternatively the 
same can be shown as a separate item in the balance sheet after “Reserves & Surplus" 
but before “Secured L.oans”. If they are repayable in certain contingencies they should 
be appropriately described. In such a case the amount can be amortised over the life 
time of the assets in respect of which they have been received. 

Depreciation to be Provided for 

8.19 U nder the provisions of Section 20S ol the Companies Act, no dividend shall be 
declared or paid by the company except out of profits after providing for depreciation 
in accordance with the previsions of sub-section (2) ol that Scctrcm. Generally 
speaking, this applies to dividends paid out of profits for years ended after^28th 
December I960. 

Lose in Prior Yourt 

8.20 If a company has incurred a loss in a previous financial year ended after 28th 
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December 1960, then either the amount of the loss or an amount equal to the provision 
for depreciation for that year, whichever is less, must be set off against the profits of the 
company [after providing for depreciation as laid down in Section 205(2)] of the year 
in which the dividend is proposed to be declared. 

Capital Profits 

8.21 A capital profit is made when any fixed asset is sold for an amount in excess of 
its cost, the capital profit being the difference between the selling price and the cost 
price. Such capital profit may not be distributed unless: 

(a) the Articles of the company permit such a distribution; 

(b) it has been realised in cash; and 

(c) the directors are satisfied that net aggregate value of the assets remaining after 
distribution of that profit will be not less than the book values so that share 
capital and reserves remaining after the distribution will be fully represented 
by the remaining assets. 

8 J2 A capital surplus arising on the revaluation of fixed assets is not directly or 
indirectly available for distribution as dividend. 

8J3 The auditor should examine the company's procedures for payment of 
unclaimed dividends and should satisfy himself that they are not paid without 
adequate safeguards being taken as to identification of the payee, checking of the 
payee's claim, etc. The internal control of the company in this connection should be 
examined. It should be suggested to clients that a register of unclaimed dividends be 
maintained. The auditor should examine whether Section 20SA has been complied 
with. The auditor should also examine the procedures for issuing certificates, under 
Section 20SB and for marking them off, appropriately, in the list of the unclaimed 
dividends transferred to the general revenue account of the Centra! Government. 

Arrears of Preference Dividend 

8.24 All arrears of cumulative preference dividends should be shown as a contingent 
liability on the balance sheet of the company. In this connection attention is invited to 
the “Guide to Company Audit" page 36 (2nd Edition) publidied by the Institute which 
clarifies the entire matter. In computing the quantum of preference dividend, care 
should be taken to see that provisions of the Preference Shares (Regulation of 
Dividends) Act, I960 are complied with. This Act applies only to preference shares 
issued and subscribed before 1st April 1960, carrying a preferential right as to dividend 
at a fixed amount or an amount calculated at a fixed rate. In this regard attention 
should be paid to the company’s Articles and the terms of issue and subsequent 
amendments. 


Chapter 9 

LIABILITIES 


Borrowii^ Powers 

9.1 The Memorandum and the Articles of Association should be scrutinised with 
regard to the borrowing power of the company. It is necessary to see that provisions of 
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Section 292 and 293 are complied with. The auditor should also examine where 
applicable, the sanctions under Section 26(7) of the Foreign Exchange Regulation Act, 
1973. 

Verification 

92 In the case of loans and advances from banks, the same procedure should be 
followed for verification as would he followed if the accounts were in credit, viz. 
obtaining direct confirmation of balances confirmation of securities held against 
advances, and reconciliations, if any. Where loans are outstanding, similar 
confirmations should directly be obtained from the lenders. Loan agreements or 
mortgage agreements between the company and the lender should be examined. The 
security held against loans by the lender should be clearly described in the balance 
sheet and the description should agree in substance with that stated in ihe original 
document creating the charge. In the case of debentures, the debenture trust deed 
should be examined and the nature of security disclosed in the balance sheet. If the 
debenture trust deed requires the creation of a sinking fund, and/or its investment in 
earmarked securities, the auditor should make sure that those requirements have 
been carried out. A list of debenture-holders together with the number of debentures 
held should be prepared by the company. This should be in agreement with the total 
amount of debentures issued as per the books of account. The Register of Charges 
should be examined to see that the charge created has been duly registered. 

93 The auditor should examine, in respect of loans from companies, firms or other 
persons listed in the registers maintained under Sections 301 and 370 of the Companies 
Act, 1956, whether the rate of interest and the terms and conditions of such loans are 
prima facie prejudicial to the interests of the company. Where the company has 
accepted deposits, the auditor should examine whether the directives issued by the 
Reserve Bank of India or the provisions of Section S8A of the Companies Act, 1956 
and the rules thereunder, as the case may be, have been complied with. [See order under 
Section 227(4A)]. The auditor should also make a report to the Reserve Bank of India 
under Section 45 MA of the Reserve Bank of India Act, 1934, in the case of non¬ 
banking financial companies. 

9.4 a) Although Schedule VI does not require Short Term Loans, especially from 
banks,Mo be separately stated under ‘‘Secured Loans” it is desirable to show this 
classification, and the auditor should recommend to his clients to do so. The auditor 
should recommend to the company, to disclose, in parentheses or by footnotes, the 
instalments of long term loans, if any, falling due within the next 12 months. 

b) In some cases, loans are guaranteed by third parties in whose favour the 
assets of the company are mortgaged. The classification of such loans, as secured or as 
unsecured, has not been uniform. It is recommended that having regard to the 
substance of the transaction, such loans be classified as secured, with appropriate 
disclosure of the fact that the security is given not to the lender, but to the guarantor. 

c) Occasionally, the value of the security falls below the amount of the loa n. This 
may happen for example, when the market values of the assets drop suddenly, or when 
the company has defaulted in the payment, so that the total liability exceeds the value 
of the security. In such cases, the loan should be classified as secured, only to the extent 
of the market values of the securities. 

d) Future instalments under hire purchase agreements for the purchase of assets 
should be shown separately, preferably as secured loans. 
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9J Where loans are obtained by the company, it is recommended that the auditor 
should enquire about the object for which the money is borrowed and whether it has 
been utilised for extraneous purposes. 

9.6 In the case of the large accounts under sundry creditors the same procedure of 
sending out direct confirmatory letters as is lecommended in the case of debtors may 
be followed. 

9.7 a) In this phase of the work, the auditor's main objective is to satisfy himself that 
all liabilities ate recorded and that they are stated at fair and reasonable amounts. As 
his main concern is with discovering unrecorded liabilities (e.g.. compensation payable 
for cancellation of contracts, compensation payable for accidents, equipment hire), he 
should review subsequent transactions to identify material liabilities outstanding at the 
balance sheet date. 

b) Confirmations provide external evidence, both as to the existence and the 
value of the liability and are, therefore, important to the auditor. The technique 
should, therefore, be used to a greater extent thanat present. Sometimes a client may 
not agree to send confirmation requests to some specified parties, for fear that such 
requests may be regarded by the creditors as acknowledgements of debt, or for fear 
that they may affect the client's negotiations with the creditors concerned, for settling 
certain disputes. Each case should be dealt with on its own merits. 

c) The auditor should also review the adequacy of the cut off procedures for 
inventories. 

9.8 1 n many industries, it is customary to collect incomes in advance, for services to 
be rendered in future, e.g.. Interest, Rents, Subscriptions, Tickets for sporting events, 
fares, freights, equipment maintenance fees etc. Similarly, property developers sell plots 
of land and undertake an obligation to lay roads and provide other amenities. 
Manufacturers of machinery and equipment frequently sell their products agreeing to 
instal them at their own cost. At the balance sheet date, the installation may not have 
been completed, but the entire contract value may have been invoiced. Occasionally 
with the consent of the customers, invoices are raised for goods not delivered and, 
sometimes, for goods not even produced. In all these cases, the unearned portion not 
applicable to the period under audit should be deferred to future periods and shown in 
the balance sheet as current liabilities. The auditor has to be constantly alert in this area 
to recognise situations which may give rise to unearned income. The auditor can 
discover such items only by matching the revenue account with the expenditure 
accounts in which the cost of providing the services or supplying the goods, as the case 
may be, are recorded. In other words, the auditor should review the various accounts 

and schedules for internal consistency. 


Estimated Liabilities 

9,9 Liabilities whose existence is certain, but whose value is to be estimated are to 

regarded as “Provisions", as defined in Schedule VI of the Companies Act, 1956. 
Under this head may be included the estimated liabilities in respect of. 


(a) Product Warranties; 

(b) Service Contracts and Guarantees; 

(c) Redemption of coupons etc., used for promoUng sales, 

(d) Taxes on Income; and 

(e) Gratuity. 
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The last two items are usually material in amount and are, therefore, considered 
separately. 

9.10 The adequacy of the provision for taxation for the year should be checked. The 
position regarding the overall outstanding liability of the company as at the date of 
balance sheet should be reviewed. In respect of assessments completed, revised or 
rectified during the year, suitable adjustments should be made in regard to additional 
demands or refunds as the case may be. Excess provisions or refunds should be 
adjusted through the profit and loss account or credited to reserves, if considered 
desirable. Refunds should not be included under miscellaneous income. The relevant 
orders received up to the time of audit in respect of income-tax proceedings should be 
examined and short provisions noticed should be made good. If there is a tax liability for 
which no provision is made in the accounts the auditor should qualify his report in this 
respect even if the company’s reserves arc adequate to cover the liability. If, for any 
valid reason, the company disputes its liability in regard to demands raised and does 
not desire to provide for them, a suitable note should be inserted on the accounts 
specifying, where material and practicable, the amount in dispute. In this connection, 
reference should be made to the Institute's Note on “Provision for Taxation”. 

9.11 The auditor should similarly pay attention to the provision for salex-tax 
liability and excise duty liability, if any. 

Graiuity 

9.12 Where there exists an accruing liability for gratuity, it has to be ascertained that 
adequate provision on the basis of figures supplied by the management is made. The 
computation of the accruing liability should be text checked. An exact computation of 

liability is dependent on determination of various factors like life expectancy of 
cml^loyecs, rate of staff turnover, the prevailing rate of interest etc. In this connection 
attention of members is invited to the Institute’s Statement on the Treatment of 
Retirement Gratuity in Accounts. 

9.13 If no gratuity is provided for, a note should be made on the balance sheet 
indicating the total amount arrived at as abbve. If no intormation is furnished by the 
company the fact should be disclosed in the auditor’s report. 

Bonus to Staff 

9.14 The auditor should check whether the provision for bonus to employees has 
been made whenever there is a liability, whether under the Payment of Bonus Art, 1965 
or an agreement with the employees or an award of an Industrial Tribunal. 

Deferred Payment LiabiUtiea 

9.15 The question whether amounts payable to suppliers of machinery under 
deferred payment arrangements are to be shown as current liabilities or otherwise 
frequently arises. Since such liabilities arise as a result of purchase, they can be 
classified as long term liabilities and shown separately after unsecured loans with an 
af^ropriate description. If there are any “acceptances" of bills etc., in respecLof these 
liabilities the same should be indicated. The security, if any, provided should also be 
indicated. The instalments payable within 12 months of the date of the balance sheet 
may be separately indicated or shown as current liabilities. 
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Contingent LiabiUties 

9.16 These refer to possible liabilities arising from past circumstances or actions, 
which may or may not crystallize into actual liabilities and which, if they do become 
actual liabilities, give rise to a loss or an expense or an asset of doubtful value. The 
uncertainty as to whether there will be any legal obligation differentiates a contingent 
liability from an actual liability. 

Some of the instances are: 

(a) law suits against the company for. 

(i) patent or trade mark infringenients; 

(li) pollution of the environment; 

(iii) selling defective or harmful goods; 

(b) as a member of a company limited by guarantee; 

(c) as a partner in a firm. 

The following general procedures will be found useful in discovering contingent 
liabilities. 

(a) inspection of Minutes Books; 

(b) Inspection of Contracts; 

(c) Inspection of Bills of Lawyers; 

(d) Inquiry and discussion with the Client's Staff. 

9.17 At the conclusion of the audit, it is desirable for the auditor to obtain from 
responsible company officials a written assurance that all known liabilities have been 
recorded in the account and that contingent liabilities of all types have been properly 
disclosed. Such a certificate does not relieve the auditor of any responsibility for 
applying adequate verification procedures. It is only evidence of the auditor having 
sought for and obtained information and explanation from the management, m regard 
to liabilities and, therefore, serves a very important function. Specimen certificates are 
given in Appendix F and may be used with appropriate modifications. 


Chapter 10 

MISCELLANEOUS EXPENDITURE 

lO.I The auditor's main objectives in auditing the items under this head are to answer 
the following questions: 

(a) is the item properly deferable? 

If a future period will receive benefit from the outlay, the proper portion of 
the deferred charge should appear on the balance sheet. Unless some value 
can be determined as flowing into the future, there is no justification for not 
writing off the item immediately. The fact that the amount spent is large, 
should not by itself affect the decision. 

(b) Is there proper authority for the outlay and the deferral of the write off? 
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This will be determined through the vouching process. 

(c) What is a reasonable period for amortising the expenditure? 

In some cases the time involved will be related directly to some other account, as in 
the case of debenture discounts and debenture issue expenses. In other cases, it may be 
influenced by tax laws, e.g. preliminary expenses can be written off over 10 years for 
income-tax purposes (Section 3SD of the Income-tax Act, 1961). In many instances, 
such as deferred advertising, plant rearrangement, research and development costs, 
etc., the period has to be abritrarily decided by the management, and the auditor 
should satisfy himself that it is not unreasonable. 

10.2 The form prescribed by Schedule VI of the Companies act, 1956 required the 
following items to be shown under this head while certain other intangible assets, like 
goodwill, patents, trademarks and designs are required to be grouped under Fixed 
Assets: 

(a) Preliminary expenses. 

(b) Expenses including commission or brokerage on underwriting or 
subscription of shares or debentures. 

(c) Discount allowable on the issue of share or debentures. 

(d) Interest paid out of capital during the penod of construction. 

(e) Development expenditure not adjusted. 

(0 Other items. 

10.3 Preliminary expenses would normally include the following 

(a) Legal costs in drafting the Memorandum and Articles of Association. 

(b) Capital duty and other fees on registration of the company. 

(c) Cost of printing the Memorandum and Articles of Association and the 
statutory books of the company. 

.(d) Any other expenses incurred to bring into existence the corporate structure of 
the company. 

10.4 The legal position regarding recovery of promoters' expenses should be 
carefully noted. Promoters are in a fiduciary position vis-a-vis the company. They must 
make full and complete disclosure ol all the facts relating to the contracts which they 
are entering into with the company. Contracts entered into by the promoters with a 
public company are binding only if entered into with an independently constituted 
Board of Directors, or where full disclosure of the details of the contract are made in 
the prospectus offering shares to the public, it is, therefore, very important to ensure 
that the reimbursement of expenses to promoters is strictly in accordance with the 
disclosure made to the prospective shareholders in the prospectus of the company. 

10.5 When the shares of a company are underwritten it should be seen that the 
underwriting arrangements are prima facie entered into with bona fide brokers or 
underwriters, whose business is to underwrite the issue of shares. 

10.6 Where any expenditure shown under the head “Miscellaneous Expenditure” is 
of a revenue nature but has not been written off by the company on the grounds that 
the company is likely to derive benefit of such expenditure in future, proper mquiiy 
.jnust be made to ensure that there are bona fide reasons for such cany forward and that 
ihriinTniijitT are not being carried forward merely with a view to increasing the profits 

the expenditure is of a deferred revenue nature, the basis of write off 
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in subsequent years should be reasonable; and the amount written off must be treated as 
a charge against the profits and not as an appropriation 


Chapter II 

PROFIT AND LOSS ACCOUNT 


Sales 

11.1 Sales include sales of all products manufactured by the company including by¬ 
products. It IS customary to show sales of scrap, etc., under the heading 
“Miscellaneous Income” It is important to remember that no adjustment should be 
made in the Sales Account which do not relate to sales Similarly, adjustments in respect 
of sales-iax and,or excise duly should not normally be made in the Sales Account. 
Trade discount is a valid deduction from sales but not commission allowed to third 
parties on sales to customers. Similarly commission paid by a newspaper company 
should not be adjusted against advertisement revenues but should be separately 
shown 

Above the Line and Below the Line 

11.2 By the “line” is meant an imaginary line at which the profit for the year is 
determined. Roughly speaking, “above the line” means, before the determination of 
the profit for the year, i.e., m the profit and loss account, and “below the line” means 
after the determination of the profit for the yeai, i e. in the profit and loss 
appropriation account. 

11.3 In view of definiiions of the expression “provision” and “reserve”contained in 
the Companies Act, it follows that provisions are a necessary charge against profits 
and should be charged “above the line" while reserves are not a necessaiy charge 
against profits and should be debited “below the line”. 

Proposed Dividends 

11.4 Proposed dividends should be stated before deductions of tax payable to the 
Government under Section 194 of the Income-tax Act, 1961 In the case of preference 
dividends subject to company income-tax, such amount should be deducted in all cases 
and the net proposed dividends should be stated. Where no provision is made in the 
accounts for proposed dividend and the same is recommended for payment out of 
general reserve or in any other manner, as and when declared, a suitable note should be 
inserted in the accounts and the auditors’ report to the shareholders should be suitably 
qualified. The Company Law Board has expressed a view that the accounts do not 
show a true and fair view when provision for proposed dividend has not been made. 

Donations 

11.5 A schedule of donations paid during the year should be prepared, giving the 
names of the institutions to which donations have been given, the amounts paid and 
dates on which donations were approved by the Board of Directors. In 

donations, it is important to note that the restrictions contained in 
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293A, and the provisions of Section 293B have been complied with. Section 293( IKe) 
refers to contributions to charitable and other funds not directly relating to the 
business of the company or the welfare of its employees. The Section limits the amount 
of such contributions to Rs. 25,000 or 5% of the average net profits as determined by 
Sections 349 and 3S0 during the three financial years immediately preceding whichever 
is greater. It would, therefore, be necessary also to prepare a computation showing the 
limit of permissible contributions which can be made under this Section. Section 293A 
prohibits contributions by a company to any political party or for any political 
purpose to any individual or body. It may, however, be noted that the limit mentioned 
in Section 293(l)ic) is not applicable to donations to the National Defence Fund or 
other such Funds referred to in Section 293B. However, it would be neccessary to 
disclose in the profit and loss account the amounts contributed to such Funds. 

11.6 The provisions of Section 293 should betaken as the only authority required for 
payment of donation.s for chaniabic pruposes. Such authority mu.st always be 
contained in the objects clause of the Memorandum of the company. If the objects 
clause docs not contain such authonty, then the company has no power to give 
donations. However, contributions to National Defence Fund and other such Funds 
can be made under Section 293B, notwithstanding anything contained in the 
Memorandum, Articles or any other instrument relating to (he company. 

Personal Expenses of Directors 

11.7 All payments to directors by way of remuneration or perquisites whether in a 
public or private company should be authorised in accordance with the provisions of 
the Companies Act and the Articles of Association ol the company. In .some cases 
depending upon the Articles the remuneration may require the sanction of the 
shareholders, while in other ca.ses, it may require to be approved by thedirectors. In the 
case of public companies, the sanction of the Government may also be necessary. If the 
terms ol appointment of a director include payment of expenses of personal nature, 
then .such expenses may be paid and appropriate disclosure made in the accounts about 
the expenses so incurred on behalf of the director. Where, however, the contract with 
the director or the conditions of employment do not contain provision for payment of 
expenses of a personal nature, then there is no warrant for incurring or reimbursement 
of such expenses by the company, and if such expenses are paid, then the auditor 
should disclose this tact either in the accounts or in his report. 

Expenses Incurred on Behalf of Others 

11.8 The auditor should always be on guard against transfers of profits from one 
company to another in the same group via recovery or non-recovery of expenses. Inter¬ 
company billings for services rendered should also be scrutinised to ensure that the 
billings are reasonable. 


Chapter 12 

CHANGE IN THE BASIS OF ACCOUNTING 

12.1 Paragraph 3(xv) of Part II of SchedulcVl to the Companies Act. 1956requires 
disclosure of the amount, if material, by which any item .shown in the profit and loss 
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account is affected by any change in the basis of accounting The following are some of 
the circumstances in which this may arise. 

Change in the Method of Valuation of Stock 

12.2 This is perhaps the most important, and the effect of any change in the method 
of valuation of stock should be disclosed on the accounts by a note. An example of a 
suitable note is as follows; 

“The method of valuation of stock hitherto employed by the company was 
at “adjusted selling price”. From this year onwards, the company has 
decided to value the stock “at cost or net realisable value whichever is 
lower”. Had this change not been made the valuation of closing stock would 
have been higher by Rs.” 

12.3 it should be noted that no reference has been made above, to the effect on 
profits of the change in the basis of valuation of stock. As a normal rule, it is desirable 
to disclose the effect on the profits of the company as a result of the change in the basis 
of valuation of stock. However, this is not always possible if there are various figures in 
the profit and loss account which are based upon the profits of the company, such as 
provision for taxation, directors'commission, bonus under the Payment of Bonus Act 
etc. 

12.4 A change in the basis of valuation of stock does not necessarily involve a change 
in the description, e.g., the company may continue to value its stocks at cost or net 
realisable value whichever is lower, but the method of determining the cost or the 
manner of determining the market value might alter, e.g., the cost may have been 
determined in the past on the basis of average cost, but in future may be based on FIFO 
cost. Or alternatively the cost may have been based upon direct cost ol labour and 
materials only and overheads may have been ignored but may be intended to be 
included in the future. Again the content of overhead cost may vary and certain 
overhead charge not included in earlier years e.g., financing cost etc., may be intended 
to be included. 

12.5 It is therefore important that appropriate inquiries should be made at the time 
of each audit to ensure that the principles of valuation of stock followed are consistent 
from year to year. It is desirable to keep a permanent record of the principles so as to 
ensure proper follow up. 

12.6 Where a change has been made in the method of stock valuation and the change 
amounts to switch over from one generally accepted method of valuation to another 
generally accepted method of valuation, this would nevertheless amount to change in 
the method of valuation which would require disclosure, if material. Similarly, a 
change from a method of valuation which is not generally accepted or wrong to a 
generally accepted method would amount to a change in the basis of accounting. But a 
mere refinement in the application of a generally accepted accounting method which 
continues to be used in the current year will not amount to a change in method of 
accounting, e.g., if the company’s method is to value stocks on the basis of prime cost 
plus factory overheads, and improvements are made in the costing procedures during 
the year which would result in a fairer allocation of overheads to the closing slocks at 
the end of the year, this would not necessarily amount to change in the basis of 
accounting. 
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Change in the Manner of Computing Depreciation 

12.7 Any change in the basis of providing for depreciation for year to year (c.g., if a 
company switches over from the reducing balance method to straight line method) 
amounts to change in the method of accounting, the result of which in terms of profits 
should be disclosed by way of a note on the profit and loss account. Again, should the 
rates of depreciation be changed in a particular year, the effect on the profit should also 
be explained in the note, if material. 

12.8 If the company had revalued its assets to a higher figure, the depreciation 
provided on the revalued figure would be higher than the depreciation figure computed 
on the asset figures before revaluation. It would appear that a note would not be strictly 
necessary under such circumstances as the effect of revaluation would be apparent 
from the face of the accounts, but it may be desirable to insert an explanatory note. 

Change In the Manner of Charging Gratuity 

12.9 If a company has followed the practice of charging gratuity to profit and loss 
account as and when paid and changes over to a method under which a provision for 
gratuity is made, this would amount to a change in the method of accounting, the effect 
of which, if material, should be disclosed by way of a note. The note should disclose the 
effect on the profit for the year, had the previous year's practice been followed in the 
current year. In the year of change, if the full provision for gratuity at the end of the 
year is to be brought into account, the result would be that provision is being made 
during the year for the past services of the employees also. Similarly, the company may 
change over to the cash basis in place of the accrual basis, it would be necessary to 
bring out the effect of this change. 

Changes Expected to have Material Future Effect 

12.10 If a change is made in the accounting principles employed which has no 
material effect on the financial accounts in the current year, but which is reasonably 
expected to have a material effect in later years, it should be appropriately described in 
a note for the year in which the change is adopted by the company. A relevant example 
is given below 

12.11 The following note appeared on the accounts of a company: 

“It has been the consistent practice of the company to provide for 
depreciation on properties on straight line basis over their estimated useful 
life. Commencing with the current year, the company is providing for 
depreciation on new addition to the property on the declining balance 
method. 'Fhis change has no material effect on the accounts." 

12.12 It will be observed that although the change in the accounting procedure has 
no material effect on the accounts, nevertheless a note has been inserted as it may have 
material effect upon the profits of future years. One possible reason for this may be that 
additions to fixed assets during the year may have been small. 

12.13 If a change is made in the basis of accounting for loose tools, say, from 
revaluation basis to a method where issues are written off immediately they arc issued 
for the first time, this would amount to change in the basis of accounting the result of 
which, if material should appear on the accounts. 
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Chapter 13 

EVENTS OCCURRING AFTER BALANCE SHEET DATE 

A distinction should be made between events occurring after the balance sheet date 
which have no direct bearing on the accounts, but are nevertheless important to an 
appreciation of the true position, and events occurring after the balance sheet date 
which have a direct bearing upon the items appearing m the balance sheet. Under the 
Companies Act, certain events, such as, decision of the directois regarding proposed 
dividends and appropriation of profits are required to be shown in the accounts. In 
making provision for liabilities or contingent liabilities existing on the date of the 
balance sheet, information on events occurring after the balance sheet date may be taken 
into account in order to provide a guide. In this regard attention is invited to the 
provision for taxation and provision for gratuity which deal with the presentation of these 
items in the accounts Again, changes in the rates of tax or determination by the revenue or 
appellate authorities of outstanding assessments occurring after the balance sheet date 
but applicable to the accounting years are also taken into account in determining the 
provisions for uxation. Sometimes it may also happen that in relation to the valuation 
of assets, such as, debtors, events occurring after the balance sheet date may provide 
guidance and information on as to their valuation. In addition to the items described above 
where subsequent events have a direct bearing upon balance sheet items, it may also 
happen that event.s occurring after the balance sheet date may affect materially the 
solvency of the company or may have great importance to the shareholders in 
disclosing the true and fair view although they may have no effect on itemsappearing in 
the accounts. Examples of such events are the disposal of a substantial part ol the 
undertaking or a profit or loss arising out of destruction of uninsured properties by 
fire, merger of companies, suits or claims filed against the company after the balance 
sheet date, etc. Although a company is obliged to prepare a balance sheet showing its 
state of affairs at a particular date, if such events occur and come to the attention of the 
auditor, it would be desirable if information of such events is given by way of a note in 
the accounts. It may oe noted that it is the responsibility of the directors to include in the 
Board’s report u/ s 217( I )(d) material changes and commitments affecting the financial 
position of the company which would occur between the end of the financial year of the 
company and the date of the report. 


Chapter 14 

AUDIT PROCEDURES 

14.1 In the preceding chapters an attempt has been made to outline the duties and 
responsibilities of the auditor in respect of important aspects of his work The e^ct 
manner in which these duties are to be discharged and the procedures to be follo^ are 
matters which the auditor must decide in the particular circumstances of each audit. 
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However, in determining these procedures the auditor would be expected to consider 
various matters, the most important of which are mentioned in succeeding paragraphs. 
14.2 The extent of examination of individual transactions would depend upon the 
auditor’s appraisal of the system of internal control and its operation in practice, 
including the security and other measures taken by management for the protection of 
the assets of the concern. If this appraisal proves satisfactory, the auditor may, in 
appropriate cases, rely on a test-examination of the records. The examination of the 
transactions selected should be sufficiently detailed and it is recommended that the 
auditor might usefully emplpy for this purpose the techniques of'statistical sampling’ 
and ‘auditing in depth'. 

143 By ‘statistical sampling’ is meant the use by the auditor of ready-made statistical 
tables and procedures to (i) determine the extent of text-check, (ii) select the particular 
transactions to be examined and (iii) evaluate the results of the examination. Such a 
procedure ensures that the errors noticed in the test-check are more or less in the same 
proportion as the whole record required to be checked. It is therefore a more scientific 
method of test-check, but nonetheless one which has to be used intelligently and with 
discrimination if the best results are to be obtained. 

14.4 ‘Auditing in depth’ means the tracing of a transaction through its various stages 
from origin to conclusion, examining the supporting records at each stage and 
ascertaining whether all the requirements laid down in the system of internal check 
have been complied with. For example, in a manufacturing concern the auditor might 
select a lew manufacturing orders and examine the following; 

fi) the planning of the production order 

(ii) the purchase orders for raw materials 

(hi) the documents and entries in stock records for receipt of raw materials 

(iv) the relevant invoices and entries in the financial books with the goods receipt 
documents and purchase orders 

(v) the entries in stock records and financial books for the issue of materials 

(vi) the time cards and other wages records for labour used on the job and entries 
in them 

(vii) the idle time, wastage, recovery for scrap etc. 

(viii) record for finished products and the relevant entries in stock records 

(ix) the delivery orders, the sales contracts and the sales invoices for sales and 
entries for the same in the .stock records and financial books. 

14.5 An examination in the detailed manner indicated above is possible in respect of 
only a few selected transactions, but the efficacy of such examination depends on the 
care and skill with which all intermediate steps are examined. 

14.6 The auditor is expected to maintain evidence of the work done by him and his 
staff. This is best achieved by a well-designed file for audit working papers which 
should contain inter alia the following; 

(i) An audit programme duly completed, showing the nature of work, the extent 
of checking and the initials of the persons who have done the work. 

(ii) Details of important queries raised in the course of audit and the explanations 
obtained. 

(hi) Detailed schedules in respect of important items like depreciation, 
inventories, etc. 

(iv) Important confirmations received from third parties. 

(v) Certificates obtained from management. 
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14.7 For the purpose of complying with several provisions of the Companies Act, it 
is necessary to know which are the companies in which Directors are interested and 
which are the companies under the same management. It is not possible for the auditor 
to obtain this information independently and he should, therefore, rely upon the 
registers maintained under Seaions 301 and 370 and also obtain certificates from clients 
whenever required. 

14.8 It is impossible for an auditor to attend personally to the work connected with 
an audit. The extent of the work which he should do personally would depend upon the 
nature of every audit but there would normally be a certain minimum of work hich he 
would be expected to carry out or review. Even if the actual audit work is delegated to 
assistants, the responsibility m law would remain with the auditor who signs the report 
and accounts. The extent of this responsibility would be laruely determined by the 
qualifications, capabilities and experience of the persons to whom the work is delegated 
and the care and skill exercised by the auditor in ensuring that the audit procedures laid 
down have been satisfactorily completed and that appropriate action has been taken 
on the results of the audit examination. 




ADDENDUM THE COMPANIES AMENDMENT ACT, 1988 


The Companies Amendment Act, 1988 (hereinafter referred to as “The Act") has made 
nujor changes having far reaching effect on accounts and audit. The synopsis of the 
major amendments is as under. 

I. SECTION 43A—PRIVATE COMPANY TO BECOME PUBLIC COMPANY 
IN CERTAIN CASES 

1.1 Section 43A(6) was a laid down exception and provided for circumstances in 
which a private company even though falling under other sub-sections of section 43A 
would not become a public company. In particular, section 43A(6)(b) of the 
Companies Act, 1956 laid down that a private company would not become a public 
company if shares m a private limited company were held by other bodies corporate 
being private limited companies themselves and that the total number of all such 
bodies corporate including the private limited company did not exceed 50. The sub¬ 
section 43A(6) is deleted by “The Act”. 

1.2 Section 43A(1C) has been inserted, by virtue of which, a pnvate company shall 
become a public company if after the commencement of “The Act”, and ^fter an 
invitation is made by an advertisement, it accepts or renews deposits from the public 
other than its members, directors and their relatives. The term ‘Deposits’ used in this 
section has the same meaning as in section 58A of the Companies Act. 


II. SECTION 80—POWER TO ISSUE REDEEMABLE PREFERENCE SHARES 

2.1 Section 80(5A) has been inserted by virtue of which no company limited by shares 
shall after the commencement of “The Act” issue any preference shares which are 
irredeemable or redeemable after expiry of a period of 10 years from the date of its 
issue. 


111. SECTION 80A--REDEMPTION OF IRREDEEMABLE PREFERENCE 
SHARES 

3.1 This section lays down the time limits within which the existing irredeemable 
preference shares (issued before the commencement of “The Act”) shall be redeemed. 

3 J The existing irredeemable preference shares shall be redeemed within a period of 5 
years from the commencement of “The Act”. 

3 J The existing preference shares which were not redeemable before the expiry of ten 
years from the date of issue and which have also not been redeemed before “The Act”, 
shall now compulsorily be redeemed within a period of 10 years from the 
commencement of “The Act”, or on the date the shares are due for redemption, 
whichever is earlier. 
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IV. SECTION 198—OVERALL MAXIMUM MANAGERIAL REMUNERATION 
IN CASE OF ABSENCE OR INADEQUACY OF PROFITS 

4.1 Section 198(4) has been amended to the effect that where a company which has 
inadequate profits or no profits in a financial year shall not pay any remuneration 
(excluding sitting fees) to its directors (including Managing Director, whole time 
Director and Manager appointed otherwise than under section 269 read with Schedule 
Xlll) except with the prior approval of Central Government. 

4.2 Schedule Xlll lays down the conditions which have to be fulfilled for the 
appointment of a Managing or whole time Director or a Manager without the prior 
approval of Central Government. 

V. SECTION 205—DIVIDEND TO BE PAID ONLY OUT OF PROFITS 

5.1 Section 20S(2)(d) has been amended to provide that any depreciable asset for 
which no rate of depreciation has been laid down by “The Act” or any rules made 
thereunder, then depreciation will be provided on a basis approved by the Central 
Government. 

5.2 Section 20S(2B) has been inserted according to which a company, which fails to 
.comply with the provisions of section 80A, (refer para 3.1 to 3.3), shall not declare any 
dividend on its equity shares so long as the failure continues. 

VI. SECTION 205A—UNPAID DIVIDEND TO BE TRANSFERRED TO A 
SPECIAL DIVIDEND ACCOUNT 

6.1 An explanation to section 20SA(I) has been inserted which explains the meaning 
of the term “dividend which remains unpaid”. It means any dividend, the warrant in 
respect thereof has: 

(a) not been encashed; or 

(b) not been paid; or 

(c) not been claimed. 

VII. SECTION 209—BOOKS OF ACCOUNTS TO BE KEPT BY THE COMPANY 

7.1 For the purposes of section 209(1) and (2) proper books of account shall not be 
deemed to be kept with respect to the matters specified therein— 

(a) if there are not kept such books as are necessary to give a true and fair view of the 
state of affairs of the company or branch office, as the case may be, and to explain 
its transactions; and 

(b) if such books are not kept on accrual basis and according to the double entry 
system of accounting. 

VIII. SECTION 217—BOARD’S REPORT 

8.1 Schedule VI to the Companies Act requires the company to give specific 
information regarding employees recejving remuneration of atleast Rs. 3,000 per 
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month. The rate of Rs. 3,000 per month will be substituted by a new rate as may be 
prescribed. 

8.2 In addition to the matters to be covered by the Report of the Board of Directors it 
shall contain information regarding conservation of energy, technology absorption, 
foreign exchange earnings and outgo in such manner as may be prescribed. 

8J Information shall now have to be given in the Board’s Report in respect of every 
employee of the company whether employed throughout the year or for part of the 
year who receives remuneration which is in excess of that drawn by the Managing 
Director or whole time Director or Managei and holds whether by himself or along 
with his wife and dependent children not less than 2% of the equity shares of the 
company. 

IX. SECTION 219- RIGHT OF MEMBERS TO COPIES OF BALANCE SHEET 
AND AUDITORS’ REPORT 

9.1 Hitherto every shareholder of a company and a debenture holder was entitled to 
receive a copy of the Balance Sheet, including the Profit and Loss Account, Auditors’ 
Report and every other document required by the law to be annexed or attached 
thereto This requirement is replaced by providing that in case of companies whose 
.shares are listed on a recognised stock exchange, such companies will send to each 
shareholder, debenture holder and deposit holder a statement in the prescribed format. 

9.2 Section 219(2) has been inserted which provides that even after the 
commencement of “The Act”, a member, a debenture holder and deposit holder shall, 
on demand, be entitled to be supplied free of cost, a copy of the last Balance Sheet of 
the company and of every document required by law to be annexed or attached 
thereto, including the Profit and Loss Account and the Auditors’ Report. 

X. SECTION 224—APPOINTMENT AND REMUNERATION OF AUDITORS 

10.1 Section 224( IB) has been amended to provide that a company shall not appoint 
or reappoint any person who, is in full time employment elsewhere or firm as its 
auditor if such person or firm is, at the date of such appointment or reappointment, 
holding appointment as auditor of the specified number of companies or more than the 
specified number of companies. 

10.2 A proviso has been inserted to section 224( IB) which provides that in the case of a 
firm of auditors “specified number of companies means the number of companies 
specified for every partner of the firm who is not in full time employment elsewhere". 

XL SECTION 233B—AUDIT OF COST ACCOUNTS IN CERTAIN CASES 

11.1 Subjection (2) of section 233B has been amended to provide for a ceiling on the 
number of cost audits which a cost auditor can now take, fhis also implies that a cost 
auditor who is in full time employment elsewhere cannot be appointed by the company 
as its cost auditor. 
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II. 2 A proviso to section 233B<2) is inserted which provides that a cost auditor will 
now have to give a written certificate to the Board of Directors to the effect that the 
appointment, if made, will be in accordance with the provisions of section 224 (IB). 

XII. SECTION 269 -APPOINTMENT OF MANAGING OR WHOLE TIME 
DIRECTOR OR MANAGER TO REQUIRE GOVERNMENT APPROVAL 
ONLY IN CERTAIN CASES 

12.1 Section 269 provides that on and from the commencement of “The Act" every 
public company or a private company which is a subsidiary of a public company, 
having a paid up share capital of such sum, as may be prescribed, shall have a 
Managing or whole time Director or a Manager. 

12.2 On and from the commencement of “The Act” no appointment of a person as a 
Managing or whole time Director or a Manager in a public company or a private 
company, which is a subsidiary of a public company shall be made except with the 
approval of the Central Government unless such appointment is made in accordance 
with the conditions specified in Parts 1 and II of Schedule XIII (the said Parts being 
subject to the provisions of Part III of that Schedule) and a return in the prescribed 
form is filed within 90 days from the date of such appointment. 

12.3 The section further deals with the powers of the Central Government while 
according its approval. 

III. SECTION 314- DIRECTOR NOT TO HOLD OFFICE OR PLACE OF 
PROFITS 

13.1 The monetary limit of Rs. 500 for appointment of any director or specified person 
to an office or place of profit and the monetary limit of Rs.3,000 applicable to specified 
persons have been replaced by limits as may be prescribed. 

XIV. SECTION 350—ASCERTAINMENT OF DEPRECIATION 

14.1 Before the commencement of “The Act", the amount of depreciation for the 
purposes of section 349(4) (k) (determination of net profits) was calculated at the rates 
specified in the Income-tax Act, 1961 and rules made thereunder. This method of 
providing for depreciation has been substituted by the rates of depreciation specified in 
Schedule XIV. This constitutes a delinking of depreciation for the purposes of the 
Companies Act from depreciation in the Income-tax .Act. 

14.2 Schedule XIV prescribes the rates of depreciation for written down value method 
as well as straight line method and higher rates of depreciation are provided for double 
shift and triple shift. 

14.3 Where any addition has been made to any asset during the financial yeai or where 
any asset has been sold, discarded, demolished or destroyed, the depiecialiun on such 
assets shall be calculated on a pro-rata basis from the date of such addition or up to the 
date on which such asset has been sold, discarded, demolished or destroyed. 
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14.4 With the commencement of‘*The Act” under Schedule XIV it is provided that the 
following information must be disclosed in the accounts: 

(i) Depreciation methods used, and 

(ii) Depreciation rates or the useful lives of the assets, if they are different from the 
principal rates specified in the schedule. 

14.5 Extra shift depreciation for dottle shift and triple shift shall be made in the 
proportion of the number of days for which the concern worked double shift or tnple 
shift to the normal number of working days during the year. The term normal number 
of working days means; 

(a) In case of a seasonal factory or concern, the number of days on which the factory 
or concern actually worked during the year or 180 days, whichever is greater. 

(b) In any other case, the number of days on which the factory or concern actually 
worked or 240 days, whichever is greater. 

XV. SECTION 370 LOANS TO COMPANIES UNDER THE SAME MANA¬ 
GEMENT 

15.1 Before the commencement of “The Act” no company could give a loan or 
guarantee or provide any security in connection with another person except by a 
special resolution of the lending company. The first proviso to the section stated that a 
special resolution was not necessary in case of loans made to bodies corporate not 
under the same management where the aggregate of the loans did not exceed 10% of 
the subscribed capital of the lending company and its free reserves. This limit of 10% 
has been deleted and will be substituted by a new limit as may be prescribed. 

15.2 Before the commencement of “The Act”, no company could give loans exceeding 
30% of the subscribed capital and free reserves of the lending company of bodies 
corporate not under the same management and exceeding 20% of the subscribed 
capital and free reserves of the lending company to bodies corporate under the same 
management as the lending company except with the prior approval of the Central 
Government. The percentage limits of 20 and 30 as mentioned above are deleted and 
the same will be substituted by new limits as may be prescribed. 

15 J An explanation has been inserted to section 370 which provides that for the 
purposes of this section, “loan” includes any deposit of money made by one company 
with another company not being a banking company. 

XVI. SECTION 372—PURCHASE BY COMPANY OF SHARES OF OTHER 
COMPANIES 

14.1 Before the commencement of “The Act", investmenu made by a company by 
itself were only taken into account for the purposes of calculating the prescribed 
ceilings mentioned below for the purposes of investments in the shares of other 
companies. 

(a) The investing company could invest only up to 10% of the nibsciibed equity shara 
capital of the other body corporate provided the agg r ega t e investmenu tf m ade in 
the companies not uiufer ibc same managemem would not exceed 30% of the 
subscribed capital of the investing company and if made in bodies oorpofme under 
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the same 'mana^meni could not exceed 20% of the subscribed capital of the 
investing company. There have been three significant amendments to section 372 
as highlighted in para 16.2. 

16.2 (I) The existing ceilings of investments (10%, 20%, 30%) as mentioned in para 
16.1 have been deleted and will be substituted by new ceilingli as may be 
prescribed. 

(2) In the categories falling under 10% the new limit will be calculated with 
reference to the percentage of subscribed equity share capital or aggregate of 
the paid-up equity and preference share capital of such other body corporate 
which ever is less. 

In the categories falling under 20% and 30% the new limits will be 
calculated with reference to the aggregate of the subscribed capital and free 
reserves of the investing company. 

(3) For the purposes of calculating the limits up to which the company can invest 
in other bodies corporate, the investments made by a company by itself 
together with investments made by its subsidiaries shall be taken into account. 
In effect while computing the investment limits of a holding company invest¬ 
ment limits of the subsidiary company are clubbed. 
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bills of exchange, 20.3.13, 20.6.23 
circularisation, 20.3.13 et seq., App. 

15.1 

circularisation—pre year end, 20.3.16 
circularisation—open items, 20.3.14 
credit balances in debtors' listing, 
20.3.17.4 

credit insurance, 20.6.5 
doubtful debt review, 20.6.23 
foreign currency, 20.3.17.S 
general provisions. 20.6.22 
generally, 20 

government grants receivable, 20.5.4 
other. 20.5.3 

bad and doubtful debts, 29.5.7 
balance sheet, treatment of, in, 
14.6.16.11 
Defalcations, 
investigation of, 32.7.3 
Deferred development expenditure. 

21.3.19, 21.5.7 
Deferred income, 17.3.30 
Depreciation—fixed assets. 21.5 
Depreciation 
arrears of, 28.3.3, 28.7.2 
furnitud:, hotel, 31.9.4 
investments, trust and finance 
companies, 31.21 
legal aspects of, 28.4.2 
legal decisions, affecting. 28.5 
provision for, disclosure in profit and 
loss account, 14.4 10 (p. 35 h. 

14.7.10 

provisions under Companies Act, 
1956, 28.4 
ships, of, 31.16.7 
specified period, 28.4.3 
Direct confirmation, 7.2.7 
Direction, supervision and review, 3.3 
Directional testing, 1.2.12, 5.6 
Directors 

accounts, responsibility for, 28.5.6 

ai^intment of, 15.1.1 

company, nature of relationship with, 

15.8.1 

contract with company, interest in, to 
be disclosed, 15.4 
contracts, board’s sanction, 15.5 


indemnities for negligence by, 15.8.5 
liabilities of, 15.8, 28.1.2, 28.5.6, 
28.8.7.3 
loans to, 15.7 

loss of office, compensation for, 15.16 
managing, 15.12 
meetings of, 15.2 

minute book, for meetings of, 15.17.3 
misfeasance, liability for, 15.8.3 
number, minimum of, for company, 

15.1.1.1 

pensions, disclosure in profit and loss 
account, 14.4.10 (p. 354), 14.7.21.3 
powers of, 15.3 

qualification share, holding of, 15.1.2 
remuneration of, 15.15.2 
report by, 15.10 

restrictions on holding office or place 
of profit, 15.6 

tax-free payment to, prohibition of, 

15.18.1 

travelling expenses of, 15.9 
Discount 

debentures, on, 13.21.5.7 
shares, on, 14.6.18.1 
Discounted bills receivable, 20.6.23, 
20.6.2 

Dividends, 24.7, 28.8 
arrears of, 14.6.12, 28.8.6 
capital profits when available lor, 28.( 
capital, in case of losss of, 28 5.4 et seq. 
capital, paid out of, 28.1.2, 28.8.7 
cumulative preference, 28.8.6 
final, 28.8.5 

from st^bsidiary company, 14.7.19 
interim, 28.8.4 
payment of, 28.8.2 

power of Central Government, 28.3.7 
preference, 28.5.7, 28.8.6 
profit and loss account, in, 14.7.20 
reserve for equalisation of, 28.8.9 
revenue profits, when available for, 

28.1 et seq. 
voudiing, 28.8.1 

Divisible Profits, 28.1 et seq. 
Documenution—errors (see also Errors), 
7,6. 6.5 

Documentary evidence, 5.2.2 
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Dual purpose samples, 8.4.30 

Electricity Companies 
accounts, audit of, 31.6 
Embedded audit facilities, 10.4.3 
Engagement partner, App. 3.1.2 
Enquiry 

as a compliance test, 8.4.6, 8.4. IS 
as a substantive test, 7.2.17 
Error-prone items. 7.3.15 
Errors —[compliance] 
effect of, 8.4.37.4, Table 8.4 
failure of control, 8.4.38 
found in substantive tests, 7.5.12 
missing evidence, 8.4.37 
analysis of causes, 7.5.3 
correction of, 7.6.5, 6.6 
error projection—purpose. 7 5 11 
estimated, 7.4.4 

found in a compliance test, 8.4.38 
generally see also Errors - documen¬ 
tation, 7.5 
known, 7.4.3 
monitoring, *7.6 
projected, 7 4.5, 7.5.8 
types of, 7.4 

undeteced errors and planning, 3.2.2.9, 
6.4.2 

Errors—documentation [substantive 
errors] 

completion procedures, 11.8 
generally, 7.6, 6.5 

minimum recording levels, 6.5, 7 6 3 
points on accounts, 7.6.8 
summary of errors found during audit, 
7.6.1 

unprocessed, 7.6.8, 6.6 
Errors [compliance] 
generally, 8.4.36 
Estate Agents 
accounts, audit of, 31.7 
Ethics 

confidentially, 3.4.4 
independence, 1.1.4 
Executors 

accounts, audit of, 31.8 
Expenditure, 16 


Factored debts, 20.7 4 
Fees 

auditors, 13.3 
directors. 15 15 2 
Finance Companies 
accounts, audit of, 31 21 
Financial statements 
auditors' review, 11 3 
directors'responsibilities. I 1.10 
Fixed assets 

capital commitments. 21 6 
classification, 21 7.1 
depreciation, 21 S 
generally, 21 

intangibles cxistance and title, 

21 3 !9 

intangibles valuation, 215 7 
investments, 26.4.2 
land and buildings, 21.34 
plant machinery, 21 3 15 
revaluations, 21.4 6 
ships and aircraft, 21 3.17 
under construction, 213 18 
Flowcharting 
computer assisted, 10 4.8 
flowcharting symbols, App. 4.1 
generally, 4.2.8 
specimen flowchart, App 4.2 
Foreign Business 
accounts of, 14 1 2 7 
Foreign currency 
creditors, 17 3 28 
Formation Expenses, 

(see Preliminary Expenses) 

Forward foreign exchange contracts, 
17 5.8 
Fraud 

auditors’ liability for failure to 
discover, 29.5.5 
in connection with: 
investigation in cases of, 32.7 
stock-in-trade, 29 5.4 
^ teeming and lading, 32.7.6 
Freight Accounts, 31.16 
Funds statement, 27 

General Ledger 
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(see Impersonal Ledger) 

Geneal Meetings 

auditors’ power to attend, 12.11.S 
General controls 

meaning and role, 8 2.7,8.2.8, App. 8.1 
testing. 8.4.4 
Going concern 
generally, Ii.2.S 

review audit procedures, 11.2.7 
Goodwill, 21.3, 21.5.7 
Government Company 
appointment of auditors, 12.3.9 
Government grants receivable, 20.5 4, 
21 4.5 

Gross Profit 

investigations, use of, in, 32 2 I 7 
Group manager, App 3.1 5 

High value items, 7.3.15 
Hire purchase/leasing creditors, 17.3.29 
History and nature of business, Table 2.1 
Holding Company, 14.8 
accounts, auditor’s duty in relation to, 
14.8.4 

audit of, 14.8.4 

balance sheet, requirements as to, 
14.8.2 

books of subsidiaries, rights in respect 
of, 14.8.3 

definition of, 14.8 1 
Hotels 

accounts, audit of, 31 9 

ICASL see internal control 
Income, 19 

Income and Expenditure Account, 
14.2.2.4 

Income tax deducted from interest paid, 
16.4.22.2 
Income-tax 

balance sheet, in, 14.7.12 
charitable institutions not liable to, 
31.3.7 

profit and loss account, in, 14.4.10 (p. 
351), 14.7.12 
Indemnity, 29.4 
Initependence see Ethics 
Independent expert, 7.2.6 
Independent expert—stocktaking, 18.3.6 


Indexing of working papers, 3.4.2.S 
Industrial concerns 
accounts, audit of, 3 DO 
Inspection of assets, 7.2.5 
Inspection of documents, 7.2.2 
Inspectors 

companies affairs, statutory investi¬ 
gation of, by, 32.8 
Installation review, App. 8.1 
Institute of Chartered Accountants 
(sec “Chartered Accountants") 
Insurance Business, General, 30.5 et seq. 
accounts, 30.6.15 
agents, 30.6.8 
audit, 30.6.16 
auditor's duty, 30.6.17 
balance sheet, 30.6.15 
expenses of management, limitations 
of, 30.6.12 
rebates, 30.6.11 
register of claims, 30.6.10 
register of policies, 30.6.9 
registration, 30.6.7 

separation of accounts and funds. 
30.6.13 

Intangible assets, 21.1.1, 21.3.19, 21.5.7 
Integrated test facility, 10.2.4 
Inter-relationships, 1.2.12 
Interest payable, 16.4.22.2 
Interest 

calls paid in advance, on, 13.13.3 
disclosure in profit and loss account, 
I4.7.I1 

payable out of capital, 13.14,14.6.18.2 
Internal Audit 
(see Audit, Internal) 

Internal Check, in relation to: 
banks, 30.4.1 

Internal Control Questionnaire, 8.3.30 
Internal audit—reliance on, 3.2.3.8 
Internal control 
ICASE—specimen, App. 8.3 
ICASEs, 8.3.31, 8.4.33 
application controls. 8.2.4 
assessing likely degree of audit 
reliance, 8.3.22 

defining control r^jectives, 8.3.2 
definition^ 8.2.1, 8.2.2 
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documenting of compliance tests. 
8.4.33 

evaluation, 8.3, Table 8.3, 4.4.2 
evidence of operation, 8.3.24 
general controls, 8.2.6, App. 8.1.2 
generally , 8 ^ 

identifying and assessing controls, 
8.3.11 

management override. 8.3.19 
planning. 8.1 2 

recording the evaluation, 8 3..30 
segregation of duties, 8.3 19, 8 2.7 
stages of processing, 8 3.6, Table 8.2 
stock systems, App 18 I 
transaction streams, 8.3 4, Table 8 I 
Interrogation programme, 10,3 3 I 
Investigations, 32 
bank, on behalf of, .32 S 
classes of, 32 1.2 

Companies Act. 1956, under, 12 12.2.3. 
32 8 

company promoters, of, for, 32.3 
fraud in connection with, 32.7 
investors, on behalf of, 32 6 
nature of, 32.1 
partner, incoming, for, 32 4 
purchaser of a business, for, 32.2 
shares, for purpose of valuation of, 

32.6 5 

taxation liability, in connection with, 
32 9 

Investment income, 19.3.29 
Investments 
generally, 26 

securities held at third parties, 26.3.6, 
Table 26 I 
valuation. 26.4.9 

balance sheet, treatment in, 14.6.14 

income from, 14.6.16.2 

quoted, 14.4.10 (p. 357), 14.5.7, 

14.6.14.6 
Invoice Book 

(see Bought Journal) 

Invoices 

fraud, by omission of, 29.S.S 

Joint Auditors, 12.6,1 
Joint audits, 3.2.3.12 


Junior staff, App. 3 I 7. 3 3.3 

Land and buildings, 21 3 4 
landed Estates, 
accounts, audit of. 31.11 
lawsuits- -pending. 17 5 6 
Lead schedules, 3 4.2 2 
Leasing obligations, 17 3 29 
Legal Decisions, relating to 
ascertainment of profits, 28 I 12etseq. 
capital profits distributed, 28 6 
divisible profits, 28.5 2, 28.6 4 
liability of auditors, 29 5 
losses of capital not made goixl. 28 5.5 
Letter of representation, 11 5 
Letter to management 
generally, 11 6 
addressee, 116 4 
content, 11.6.2 
example, App. 11.2 
format. 11.6 3 
other recipients, 116 5 
procedures, 116 6 
timing and follow up, 11 6.7 
Letter to solicitor, 17.5.6, Table 17.3 
levels of testing—compliance tests, 8.4.18 
L.evels of testing- substantive samples, 
7.3 

Liabilities 

balance sheet, in, 14.6 5 et seq. 
current, 14.6.11 
Liability of Auditor, 29 
negligence, for, 29.2, 29 5.2, 29.5.5, 
29.5.7 

Indian Penal Code, under, 29.3.4 
assets, for ommission to verify, 29.5.6 
bad and doubtful debts, 29 5.7 
civil, 29.3.1 

clients' unlawful acts, 29.7 
criminal, 29.3.3 

false sutements in certificate, etc. for. 
29.3.4, 29.5.8.7 

for failure to report to shareholden, 
29.5.3 

frauds, for non-detection of, 29.5.6. 
29.6.2.2 

legal decisions, affecting, 29.5 
misfeasance, for, 29.53,29.5.8,29.S. 10, 
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29.6.4 

officer of the company, as, 12.9.2 
statute, under, 29.1 
stock-in-trade, as to, 29.5.4 
work-in-progress, as to, 29.5.10 
Liability of Directors 
breach of trust, for, 15.8.1 
misfeasance, for, 15.8.3 
Liaison with tax and other departments, 
3.2.3.9, 25.3 
Licences. 21.3.19, 21.5.7 
Life Insurance Corporation, 30.5 
Loan repayment, 23.4.5 
Loans 

balance sheet, treatment of, in, 14.6.17 
companies under the same group, to, 
15.11 

directors, to, 15.7 
secured, 14.6.9 
temporary, 13.20.4 
unsecured, 14.6.10 
Long term contracts, 18.5 
Long term loans, 23.1.1 
Loss of Office 

payments to directors for, 15.16 
Machinery 

■(sec Plant and Machinery) 
Management accounts -- review, 2.3.10 
Management override, 8.3.19 
Manager, App. 3.1.4 
Manager, 15.13.1 
Manager 

remuneration of, 15.15 
Managerial Personnel, 15.14 
Managerial Remuneration 
overall, 15.15.1 
Managing Director, 15.12 
appointment, of, 15.12.2 
loss of office, compensation for. 15.16 
Materiality 

accounting policies, 6.6.10 
critical points, 6.6.7 
definitions, 6.2 
degree of estimation, 6.6.6 
errors, 7,6.3, 6.4, 3.2.2.9 
forming an audit opinion, 6.6 
generally, 6, 1.2.4 


planning materiality, 6.3 
planning materiality—table, Table 6,1 
separate disclosure, 6.6.12 
testing materiality, 6.4.3 
Meeting 

annual general, 14.2 
statutory, 13.24 
Members 
index of, 13.12 

liability of, in cases of dividends, paid 
out of capital, 28.8.7 
nature of relationship of auditor with, 
12.9.1 

register of, 13.12 
report to, 12.12.1 
Memorandum of Association 
inspection of, by auditor, 13.4.2 
Microfilm—accounting records, 4.5.8 
Minimum Subscription, 13.7 
Minutes Books, 15.17 
directors, of, 13.9.1, 15.17.3 
members, of, 15.17.4 
Misfeasance 

auditor’s liability for, 29.5.3, 29.5.8. 
29.5.10, 29.6.4 

director's liability for, 15.8.3, 15.8.4 
Mortgages 

balancesheet, disclosure in, 13.19.4 
definition of, 13.19.1 
registration of, 13.19.2 
ships of, 31.16.3 

Mortgages, register of, 23.1.3, 23.5.2 
Movements in share capital, 24.2 

New borrowings, 23.4.2 
Newspapers 
audit of, 31.12 
Nominal Ledger 
(see Impersonal Ledger) 

Nominal ledger maintenance controls— 
checklist, App. 8.4 

Observation—as a compliance test, 
8.4.5, 8.4.15 
Option 

underwriters, for unissued shares, 
13.23.7 

Oral evidence, 5.2.3 
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Outside expert, 7.2.6 
Outside expert—stocktaking, 18.3.6.2 
Overall audit assurance, S.S.8 
Overhead accruals, 17.3.25 
Ownership of working papers, 3.4.4 

Partner, App. 3.1 
Partner, Ingoing 
investigation on behalf of, 32.4 
Pass Book 

(see Bank Statements) 

Past Losses, 28.3.4 
Patents, 21.3.19, 21.5.7 
Payroll deductions, 17.4.8 
Permanent notes file, 3.4.3 
Permanent notes schedules—out of 
date. 3.4.3.4 
Petty Cash 

auditors’ liability for omission to verify, 
29.5.6, 29.6.2.10. 29.6.3.2 
investigation, examination of records, 
in. 32.7.11 
Petty Cash, 22.4 
Planning 

audit assurance, 5.5.7 
budgets and staffing, 3.2.3.2 
generally, 1.2.3, 3.2 
planning materiality, 3.2.2.1, 6.3 
planning meeting. 3.2.4.4 
planning memorandum, 1.2.14, 6.3.5, 
3.2.4, App. 3.2 

planning memorandum—specimen, 
App. 3.2 

reliance on internal control, 8.1.2 
responsibility, 3.2.1.4 
stages, 3.2.1.5 

undetected errors and planning, 
3.2.29, 6.4.2 

Plant and Machineiy, 21.3.15 
Point forward, 11.7 
Pmnts on accounts 
accounts ai^raisal, 11.4.3, App. 11.1 
generally, 11.4, App. II.I 
specimen, App. 11.1 
total unoorreeted eirori, 7.6.9 
Ptdkies of Insmmnoe 
4ebentores, for repayment of, 
13.21.6.7 

■bdcing fud, for redemption of 


debentures, 13.21.6 4 
Post audit report evenu, 11.2.4 
Post balance sheet events 
adjusting, 11.2.2 
generally, 11.2 
going concern, 11.2.5 
non adjusting, 11.2.2 
review—audit procedures, 11.2.6 
review programme checklist, 11.2 
window dressing, 11.2.3 
Preliminary Expenses 
balance sheet, to be specified in, 
14.6.18 

expenditure on, 13.22 
newspaper accounts, in, 31.12.4 
statutory report, to be stated in. 

13.24.5 

vouching, 13.22.2 
writing off, 13.11.2, 13.22.5 
Premium 

debentures issued at, 13.21.5.6 
debentures repayable at, 13.21.5.11 
redemption of shares, on. 13.11.1 
shares issued at, 13.11 
Prepayments, 20.4 
Press cuttings, 2.3.9 
Preventive testing, 7.2.18 
Processing contsols—checklist, App. 
8.2 

Processing stages—transactions, 8.3.6 
Table 8.2 

Professional Misconduct 
appeals, 29.8.3 
dehnition, 29.8.1 
procedure, 29.8.2 
Profit and Loss Account 
auditor^ obligation to report on, 
12.10.1, I2.II.3, 12.12.1, 29.7.3 
auditor’s remuneration in, 13.3, 
14.4.10 (p. 354). 14.7.21.6 
balance sheet, must be aimexed to, 

12.10.4.5 

fair view of. I2.I2.I.S, 14.4.1 
statutory requirements as to contents 
of, 14.4, 14.7 
Profits 

ascertainment of, 28.1 
caiHtal, 28.6 
divinMe, 28,28.3 
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promotion, 31.21.8 
Programme code analysis, 10.4.6 
Programme comparison, 10.4.S 
Programriie simulation, 10.3.3.4 
Projected errors, 7.4.5 
Proper accounting records—meaning, 4.5 
Prospecttis 

accountant’s report in, 12.12.2.2, 
13.8.6, 32.3 

auditor's report in, 13.18.6, 32.3 
examination of, 13.4.3 
statement in lieu of, 13.18.2 
Provident Fund, 15.18.J 
Provisions, 17.5 
Provisions—review. Table 17.2 
Provisions 

balance sheet, treatment of, in, 14.6.11 
definition of, 14.5.2 
profit and loss account, in, 14.7.15 
resen'e, distinguished from, 14.5.2.3 
Publi^ers 

accounts, audit of, 31.13 
Purchase ledger debit balances, 17.3.27 
Purchase of Business 
investigation re, 32.2 
Purchases 

diclosure in profit and loss account, 
14.7.8 

investigations, examinatbn of invoices 
in. 32.7.13 

Reconciliations as audit evidence, 7.2.14 
Recording audit time, 3.5.3 
Recording audit work, 3.4 
Recording errors, 7.6.3 
Recording the evaluation of internal 
* control—ICASEs, 8.3.31 
Redeemable Preference Shares, 13.6.9, 
14.7.13.2 

Register of charges, 23.1.3,. 23.5.2 
Register of members, 24.3.3 
Register 

charges, of, 13.19.2, 13.21.5.4 
chaiitaMe legacies, of, 31.3.5 
debenture holders, of, 13.213.4 
iiMlex for, 13.12 
m e m b e r s, of. 13.12 
statutory, 14.13 


transfers, of, 13.12.3 
Registrar of Companies, 12.3.1, 13.18.2, 
13.18.6.4, 13.19.2 
Regression analysis, 9.4.4 
Reliability factors, 5.5.4 
Reliability factors—table. Table 5.1 
Reliance on internal audit, 3.2.3.8 
Remuneration 
directors, of, 15.15.2 
managerial, disclosure in profit and 
loss account, 14.4.10 (p. 354), 
14.7.21.2, 14.7.21.3, 14.7.21.5 
managers, of, 15.15.1 
overall managerial, 15.15.1 
Repairs and Renewals 
profit and loss account, in, 14.7.16.1 
Reperformance, 7.2.11 
Report 

auditor, of (see Auditor’s Report) 
directors’, 15.10 

statutory, 12.12.2.1., 13.24.2 et seq. 
Representations by management—as 
evidence, 5.2.5, 7.2.10 
Representative test, 7.3 
Reserves and Reserve Funds, 24.5,24.6, 
14.6.8 

additions or withdrawals, treatment, 
14.5.1 

balance sheet, in, 14.5.3, 14.6.8 
capital redemption reserve account, 
13.6.9.1, 14.6.8 

capital reserve, definition of, 14.4.10 
(p. 357), 14.5.5 
capitalisation of, 14.6.7.6 
disclosures of, 14.6.8, 14.7.13 
dividends, equalisation of, 28.8.9 
legal decisions afiecting. 12.12.11.1.8, 
28.5.10 

profit and loss account, in, 14.7.13, 
14.7.14 

provisions, distinguished from. 14.53 
redemption funds for debentures, 
13.21.6.3, 14.7.133 

reserve d^mition of, 14.4.10 (p. 357), 
14.53 

reserve ftmd, definition of, 14.5.3 
secret. 12.12.13,293.9,29.6.5.1 
taxation, treatment of, 2S.7 
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Retail Stores 
accounts, audit of, 31.14 
Returoed Cheques 

investigations for fraud, need to 
examine in cases of, 32.7.10 
Returns 

newspapers, unsold copies of, 31.12.2 
Revaluations—fixed assets, 21.4.6 
Revaluations 

legal decisions affecting, 28.S.8, 28.S.9 
Revenue—point of recognising, 19.5.1 
Review of financial statements, 11.3 
Review of working papers, 3.3.4 
Review partner, App. 3.1.3.1 
Review points- standard form, 3.3.4 6 
Risk—audit assurance, 5.3.3, 5.5 
Royalties 

publishers, payable by, 31.13.9 

Salaries and wages 
PFand T.D.S, 17.4.8 
accruals, 17.4.5 
expenditure, 16.5 
Sales 

cut-off, 19.5.2, 18.3.9.8 
management information. 19.3.16 
point of recognising, 19.5.1 
via finance company, 20.6.2 
volume reconciliations, 19.3.2 
Sales 

fictitious, 32.2.1.9 
fraud by inflation of, 32.2.1.8 
investigation, examination in cases of, 
32.2.1.7 

Sample ledger control account, 20.3.17.3 
Sample testing 
completeness checks, 7.3.10 
dual purpose samples, 8.4.30 
generally, 7.3 
sample selection, 7.3.4 

sample selecuon—eiror-pronc items 
7.3.15 

•ample selection—high value items, 
7.3J5 

sample selection—unusual trans- 
•ctMos, 7.3.9 
sample aum, 7.3.11 


sample size formula, 7.3.13 
sampling plan, 7.3.6, App. 7 I 
sampling risk, 7.3 11 
Schools 

accounts, audit of, 31.15 
Scrutiny as a compliance test, 8.4.7, 
8.4.12 

Scrutiny tests, 7.2.17 
Secretary of Company 
definition of, 15.13.2 
Securities 
banks, of, 30.4.2 
employees’, 15.18.3 
finance companies, of, 31.21 
legal decisions, relating to, 29.5.8.3, 
29.6.4.16 

stockbrokers, of, 31.18 
stockjobbeis, of, 31 19 
trust and finance companies, of, 31.21 
trustee accounts, 31.8 
Segregation of duties, 8.3.19, 8.2.6 
Selling Agents 

appointment of Sole, 15.18.4 
Share capital 

classification and description, 24.5 
movements, 24.4 
Share options, 24.4.5 
Shareholders 
.(see Members) 

Shares 

allotment of, 13,8 

bonus, issue of, 13.6.9.1, 13.11.2, 
14.6.7.6 

calls in arrears on, 13.13.2 
calls paid in advance on, 13.13.3 
cash, issued for, 13.9 
classes of, 13.6 

commission on placing of, 13.23.10 
commission on underwriting, 13.23 
consideration other than cash, issued 
for, 13.10 

equity, 13.6.3, 13.6.4 
finance company, treatment in 
accounts of, 31.21 
issue of, 13,9, 13.10 
minimum subscription, 13.7 
ordinary, 13.6.10 
IMvfefcnce, J3.6J 
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preference, cumulative, 13.6.8 
premium, issued at, 13.11 
redeemable, 14.6.7.9, 14.7.13.2 
restrKtions on purchase of its own, 
13.16 

subsidiary company, in, 14.8.2.1 
trust company, treatment in accounts, 
of, 31.21 

valuation of, 31.21.7, 32.6.5 
Shipping Companies 
accounts, audit of, 31.16 
Ships, 21.3.17 
Sinking Funds 

debenture redemption,for, 13.21.6.3et 
seq. 

Small audits—time recording, 3.S.1.4, 
App. 3.3 
Solicitor 

accounts, audit of, 31.17 
Special Resolutions for 
alldwing director to hold office of 
profit, IS.6.1 

determining remuneration of director, 
15.15.1.1, 15.15.2 
inler-company loans, 15.11 
payment of interest out of capital 
during construction, 13.14 
Special auditor, 12.6.3 
Specimen Audit time record—small audit, 
App. 3.3 

Specimen Flow Chart, App. 4.2 
Specimen ICASE, App. 8.3 
Spedmep Letter for creditors' circulari- 
sation. Table 17.1 

Specimen Letter to solicitors. Table 17.3 
Spedmen Letter to thiid parties holding 
investments. Table 26.1 
Specimen Letter to third party holding 
title deeds. Table 21.1 
Spedmen Management letter, App. 11.2 
Spedmen Pianntiig memorandum, App. 
3.2 

Specimen Points on accounts, App. 11.1 
Statement in Lieu of Prospectus, 13.18.2 
Stmement of source and application of 
funds, 27 

Statement on Auditing Practices, 
Extract, from, Aj^pendix C 


Stock Exchange 
permission to deal on, 13.9.2 
Stock and work in progress 
accounting policy, 18.6.1 
allocation of overheads, 18.4.4.2, 18.4.5 
damaged stocks 18.3.7.8 
definition of cost, 18.4.^ 
generally, 18 

held by third parties, 18.3.11 
independent stocktakers. 18.3.6 
long term work in progress, 18.5.1 
losses through pilferage, 16.4.2, 18 
methods of'counting', 18.3.3.2 
net realisable value, 18.4.6 
ownership, 18.3.12, 7.2.5 
stock systems—internal control, App. 

18.1 

stocktaking see Stocktaking 
subject to a floating charge, 18.6.2 
valuation generally, 18.4 
Stock-in-Trade 

profit and loss account, in, 14.7.8 
Stockbrokers 
accounts, audit of, 31.18 
Stockjobbers, 
accounts, audit of, 31.19 
Stocks 
(see Shares) 

Stocktaking 
attendence, 18.3.7 
cut-off, 18.3.9 

methods and controls, 18.3.2.3,18.3.3 
phased physical counts, 18.3.10 
post attendance, 18.3.8 
Subsidiary Companies 
(see Holding Company) 

Substantive testing 
definition, 7.1.2 
direct confirmation, 7.2.7 
enquiry, 7.2.17 
generally, 7 

inspe^on of asaets, 7.2.5 
inspectimi of documents, 7.2.2 
mediodt, 7.2 
preveiuive tests, 7.2.18 
Rconciiatioitt. 7.2.14 
repefformanoe, 7.2.11 
scrutiny, 7.2.17 
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Summary of errors and omissions see 
also Errors—documentation, 11.8 
Summary of work done, 3.4.2.22 
Supervision, 3.3.3 
Suppliers’ statements, 17.3.24 
Surveyors 

accounts, audit of, 31.7 
Systems notes, 4.2.8 
Systems summary, 4.2.6 

Tax Free Payments 
prohibition of, IS. 18.1 
Tax department— liaison with audit, 
3.2.3.9, 25.3 
Taxation 

minimum on companies, 2S.8 
provision, for, 25.7 
Taxation accounts, 25.6 
audit planning and liaison, 25.3 
current year’s tax computations, 25.4 
generally, 25 

previous year’s liabilities, 25.5 
investigation in connection with 
liability, 32.9 
Test data, 10.2 
Test data generator, 10.4.7 
Testing materiality, 6.4.3 
Theaters 

accounts, audit of, 31.20 
Third party evidence- value, 7.2.8 
Time recording 
actual time, 3.5.3 
generally, 3.5 

small audits, 3.5.1.4, App. 3.3 
time budget, 3.5.2 
Timing of audit work, 3.2.2.4 
Title deeds—held by third parties— 
specimen letter, Table 21.1 
Tour of premises, 2.3.11 
Trade Discount 
(see Discounts) 

Trademarks, 21.3.19, 21.5,7 
Transaction streams, 8.3.4, Table 8.1 
Transfer Journal 
(see Journal) 

Travelling Expenses 
directors, 15.9 
Trust Accounts 


audit of, 31.8 
Trust Companies 
accounts, audit of, 31.21 
Trust Deed 

examination of, 13.21.6.2 
Trustee 

accounts, audit of, 31.8 
debenture holders, for, 13.21.4 
Turnover 

Profit & Loss account, treatment of, 
in, 14.7.7 

investigations, comparison of annual 
and monthly results for purposes of, 
32.2.1.2 

Underwriting Commission, 13.23 
balance sheet, disclosure in, 14.6.18.1 
finance companies, accounts, 31.21 
prospectus, disclosure in, 13.23,7 
stockbrokers’accounts, in, 31.18 
vouching payment of, 13.23.8 
Universities 

accounts, audit of, 31.15 
Utility programs, 10.4.4 

Valuation 
goodwill, 32.2.1.15 
publishers’ stock-in-trade. 31.13 
shares, 32.6.5 
stock-in-trade, 32.2.1.5 
Valuations—investments, 26 4.9 
Verification of Assets 
securities in stock-jobber’s accounts, 
31.19.6 

securities in stockbroker’s accounts, 
31.18.7, 31.18.9 
Vouchers 

auditor’s right to examine, 12.10.1 
investigation, examination of. in 
connection with, 32.7.5, 32.7.11 
Vouching 

advertising revenue, 31.12.1 
brokerage on placing shares, 13.23.11 
commission on placing shares, 
13.23.10 

debentures redemption of, 13.21.6 
debentures, issue of, 13.21.5 
director’s travelling expenses, 15.9 



948 


INDEX 


freight and carriage, 31.16.6 
preliminary and formation expenses, 
13.22 

premium 4ncome, 30.6.17.4 
produce, etc., sales from landed 
estates, 31.1 l.S 
share capital, issue of, 13.9.1 
theatre and cinema receipts, 31.20 
underwriting commission, 13.23 
voyage accounts, 31.16.4 
Voyage Accounts, 31.16.4 

Wages and salaries, I6.S 

Wages and salaries—accrual, I7.4.S 

Wages 

fraud precaution against, in, 32.7.11 
Walk-through checks, 4.3 
Warranty claims, 17.5.9 
Wasting Assets 
depreciation of, 28.5.3 
legal decisions affecting, 28.5.3 et seq. 
Wear and Tear 
(see depreciation) 


Wholesale Traders 
accounts, audit of, 31.22 
Winding-up of Company 
auditor’s liability in case of, 29.3.2.3 
Window dressing, 18.3.9.9, 22.3.6, 
11.2.3 

Work-in-Progress 

auditor’s liability in connection with, 
29.5.10, 29.6.4.10 
contractor’s accounts, in, 31.5.3 
disclosure in profit and loss account, 
14.7.9 

Working Papers 
contents, 3.4.2.15 
generally, 3.4 
indexing, 3,4.2.5 

investigations, in need lor preservation 
of, 32.1.6 

ownership and confidentiality, 3.4.4 
permanent notes file, 3.4.3 
preparation of, 3.4.2.24 
review, 3.3.4 

summary of work done, 3.4.2.22 










